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FOREWORD
This volume, the sixteenth of its kind, includes the texts of the Uniform Certified Public 
Accountant Examinations from May 1972 to November 1973 prepared by the Board of Ex­
aminers of the American Institute of Certified Public Accountants and adopted by the 
examining boards of all states, territories, and the District of Columbia. The fifteen prior 
volumes contain all the examinations since 1917.
While the American Institute of Certified Public Accountants does not publish official 
answers, it is felt that students and CPA candidates may be benefited by a review of the un­
official answers published twice a year as a supplement to The Journal o f  Accountancy. Con­
sequently, we are publishing simultaneously with this volume a companion book entitled 
Unofficial Answers to the Uniform Certified Public Accountant Examinations, May 1972 to 
November 1973, which contains unofficial answers to the questions in this volume.
Guy W. Trump, Vice President-Education and Regulation 
American Institute of Certified Public Accountants
June 1974
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Examination Questions
May 1972
Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states., territories and the District of Columbia.)
Examination in Accounting Practice—Part I
May 10, 1972; 1:30 to 6:00 p .m .
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Group I (All required):
No. 1 . ....................................................................................................
No. 2 .....................................................................................................
No. 3 .....................................................................................................
No. 4 ......................................................................................................
Total for Group I ...................................................................
Group II (One required) ................................................................................
Total ........................................................................................
Estimated Minutes 
Minimum Maximum
50 60
40 50
40 50
50 60
180 220
40 50
220 270
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of 
the problems. If more than one page is required for 
a solution, number the pages in sequence for that 
problem with the lead schedule first, followed by 
supporting computations. For instance, if three 
pages are used for Problem No. 2, you would show 
Problem 2, Page 1 of 3, Page 2 of 3 and Page 3 of 3.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1,
2. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but you 
should show the problem number and place them
immediately following the problem to which they 
relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top left 
corner. All fourteen-column sheets should then be 
wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY 
IN ACCOUNTING WORK.
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GROUP I
A11 problems are required.
Number 1 (Estimated time— 50 to 60 minutes)
Instructions
Select the best answer for each of the following items 
relating to the federal income taxation of individuals. 
Use a soft pencil, preferably # 2 , to blacken the ap­
propriate space on the separate printed answer sheet to 
indicate your answer. The answers should be selected 
in accordance with the current Internal Revenue 
Code and Tax Regulations. Mark only one answer 
for each item. Your grade will be determined from 
your total of correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
95. John Doe is 25 years old, unmarried, has good 
sight and did not contribute to the support of any other 
person in 1971. He is entitled to a deduction for per-
sonal exemption for 1971 of
a. $2,025.
b. $1,350.
c. $675.
d. $0.
e. None of the above.
Answer Sheet
95. a . b .  c .  d.   e .:::::::::::::::
Items to be Answered
1. On January 1, 1971, when his life expectancy 
was 10 years, Bill Reeves began receiving monthly pay­
ments on an annuity. Under the annuity plan he re­
ceived $2,000 during 1971 and will receive $2,000 
per year for life. The annuity was purchased through 
Mr. Reeves’ employer at a total cost of $16,000 under 
a qualified plan in which the employer and employee 
each paid one half of the cost. The annuity payments
would increase Mr. Reeves’ 1971 adjusted gross in­
come by
a. $2,000.
b. $1,200.
c. $400.
d. $0.
e. None of the above.
2. Blaine Bogg, age 67, no dependents and single,
is computing his medical expense deduction for 1971
from the following data:
Adjusted gross income $6,000
Medicine and drugs 50
Hospitalization insurance premiums 200 
Other medical expenses .................  60
Mr. Bogg’s medical expense deduction would be
a. $130.
b. $100.
c. $80.
d. $0.
e. None of the above.
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3. Bill Nolen’s personal automobile, which had a 
basis of $2,100, was completely demolished in an 
automobile accident during 1971. Its fair market value 
was $1,700 immediately before the accident. With the 
aid of an attorney, Mr. Nolen recovered $1,200 from 
an insurance company but had to pay the attorney a 
fee of $300. Mr. Nolen’s casualty loss deduction as a 
result of the accident would be
a. $1,100.
b. $800.  
c. $600.
d. $500.
e. None of the above.
4. Ben Green operates a parking lot that yielded 
net income of $13,000 during 1971. The only other 
transactions that Mr. Green had during the year were 
a gain of $16,000 on the sale of some Westinghouse 
Corporation stock that he bought two years ago, a loss 
of $10,000 on the sale of one acre of the land used 
in his parking lot business and a gain of $4,000 on the 
sale of one-half acre of the land used in his parking 
lot business. All of the land used in his parking lot 
operations was purchased seven years ago. Mr. Green’s 
net gain from sale or exchange of capital assets for 
1971 would be
a. $10,000.
b. $8,000.
c. $6,000.
d. $5,000.
e. None of the above.
5. Alex Gibson, single and no dependents, entered 
a new business venture during 1971 and incurred a 
$12,000 loss from it. In addition to the business loss
his income was as follows: salary $6,000, interest on 
bank savings $500 and dividends from domestic cor­
porations $700 in excess of the $100 exclusion. His 
itemized deductions for interest and taxes were $1,800. 
Mr. Gibson’s net operating loss for 1971 would be
a. $12,000.
b. $6,600.
c. $6,000.
d. $4,800.
e. None of the above.
6. During 1971 Fred Good traded a tractor used 
solely in his construction business for another tractor 
for the same use. On the date of the trade, the old 
tractor had an adjusted basis of $3,000 and a fair 
market value of $3,300. He received in exchange $500 
in cash and a smaller tractor with a fair market value 
of $2,800. Mr. Good should report a gain on the 
exchange of
a. $800.
b. $500.
c. $300.
d. $0.
e. None of the above.
7. Assuming the same facts as in item 6, the 
basis of the new tractor to Mr. Good would be
a. $3,300.
b. $3,000.
c. $2,800.
d. $2,300.
e. None of the above.
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8. A taxpayer is not required to obtain the per­
mission of the Commissioner of Internal Revenue to 
change from the
a. LIFO method to the FIFO method of valuing 
inventories.
b. Units-of-production method to the straight-line 
method of computing depreciation.
c. Cash basis to the accrual basis of reporting 
income.
d. Accrual method to the installment method of 
reporting income.
e. None of the above.
9. Joe Dailey’s house was destroyed by fire during 
the year. The uninsured loss was greater than his 
entire income for the year. The net loss (above the 
$100 floor for casualty losses) may be
a. Carried forward indefinitely with $1,000 being 
deducted from income each year until the loss 
is exhausted.
b. Carried back three years and forward five 
years with $1,000 being deducted each year.
c. Neither carried forward nor carried backward, 
being simply a non-deductible loss.
d. Carried forward only for five years with in­
come in those years the only limiting factor on 
the amount that may be deducted.
e. None of the above.
10. Jack Sims sold some common stock to his 
brother, Don, for $6,000—the current market price.
He paid $7,500 for the stock two years ago. Jack Sims 
should report
a. Neither a gain nor a loss.
b. A long-term capital loss of $1,500.
c. An ordinary loss of $1,500.
d. A short-term capital loss of $1,500.
e. None of the above.
11. Assume the same facts as in item 10. The 
stock market recovered rapidly and three months later 
Don Sims sold the stock to a business acquaintance 
for $8,000. He should report
a. A long-term capital gain of $2,000.
b. An ordinary gain of $2,000.
c. A short-term capital gain of $2,000.
d. Neither a gain nor a loss.
e. None of the above.
12. Jeff Wills and Reid Bart formed a corporation 
during 1971 to which Mr. Wills contributed a building 
(current fair market value $20,000 and adjusted basis 
to Mr. Wills $12,000) and Mr. Bart contributed 
$20,000 in cash. Mr. Wills and Mr. Bart each re­
ceived 200 shares of the corporation’s common stock. 
As a result of this transaction, Mr. Wills should report
a. An ordinary gain of $8,000.
b. A Section 1231 gain of $8,000.
c. A capital gain of $8,000.
d. Neither a gain nor a loss.
e. None of the above.
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13. A Subchapter S (or tax option) corporation 
may lose its status as a Subchapter S corporation
a. Only at the option of the Internal Revenue 
Service.
b. If any one of the shareholders transfers some 
of his stock to a trust.
c. If any one of the shareholders dies and his 
estate owns his stock.
d. If the corporation has a net operating loss 
during the year.
e. None of the above.
14. Greg North purchased for $3,600 an automo­
bile to be used two-thirds for business and one-third 
for pleasure. Depreciation is computed on a straight- 
line basis using an estimated life of four years with 
no salvage value. If the car is sold at the end of the 
third year for $1,200, Mr. North would have
a. A recognized gain of $200.
b. A recognized gain of $100.
c. No recognized gain or loss.
d. A deductible loss of $600.
e. None of the above.
15. Clay Brooks inherited some land from his 
father in 1905 when its fair market value was $10,000. 
His father had purchased it for $2,000 ten years earlier. 
The fair market value of the land on March 1, 1913 
was $15,000. If Mr. Brooks sold the land for $35,000 
during 1971, he should report
a. A gain of $33,000.
b. A gain of $25,000.
c. A gain of $20,000.
d. Neither a gain nor a loss.
e. None of the above.
16. Assume the same facts as in item 15. If Mr. 
Brooks sold the land for $7,500, he should report
a. A gain of $5,500.
b. Neither a gain nor a loss.
c. A loss of $2,500.
d. A loss of $7,500.
e. None of the above.
17. On January 15, 1971 Gene Bolin bought a 
vacant lot for $75,000 as a parking lot for his cus­
tomers. The parking lot had been in use five months 
when the town began providing free parking facilities 
nearby. Mr. Bolin sold the lot on June 20, 1971 for 
$100,000 ($20,000 cash and four $20,000, 6% notes 
due on June 20 of each of the next four years). If 
Mr. Bolin elects to report the gain on this sale on the 
installment basis, the gain to be reported in the year
of sale would be
a. $25,000.
b. $20,000.
c. $6,250.
d. $5,000.
e. None of the above.
18. Assuming the same facts as in item 17 the
gain on the sale of the parking lot would be
a. An ordinary gain.
b. A short-term capital gain.
c. A long-term capital gain.
d. A Section 1231 gain.
e. None of the above.
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Number 2 (Estimated time— 40 to 50 minutes)
Your firm has been appointed to examine the fi­
nancial statements of Clark Engineering, Inc. (CEI) for 
the two years ended December 31, 1971 in conjunction 
with an application for a bank loan. CEI was formed 
on January 2, 1960 by the nontaxable incorporation of 
the Clark family partnership.
Early in the engagement you learned that the con­
troller was unfamiliar with income tax accounting and 
that no tax allocations have been recorded.
During the examination considerable information 
was gathered from the accounting records and client 
employees regarding interperiod tax allocation. This 
information has been audited and is as follows (with 
dollar amounts rounded to the nearest $100):
1. CEI uses a bad debt write-off method for tax 
purposes and a full accrual method for book purposes. 
The balance of the Allowance for Doubtful Receivables 
account at December 31, 1969 was $62,000. Follow­
ing is a schedule of accounts written off and the cor­
responding year(s) in which the related sales were made.
Year(s) in Which Year in Which
Sales Were Made Accounts Written Off
1971 1970
1969 and prior $19,800 $29,000
1970 .......................... 7,200
1971 ..........................
$27,000 $29,000
The following is a schedule of changes in the Allow­
ance for Doubtful Receivables account for the two 
years ended December 31, 1971:
Year Ended 
December 31
1971 1970
Balance at beginning
of year .................  $66,000 $62,000
Accounts written off
during the year (27,000) (29,000)
Bad debt expense for
the year 38,000 33,000
Balance at end of year $77,000 $66,000
2. Following is a reconciliation between net in­
come per books and taxable income:
Year Ended 
December 31
1971 1970
1. Net income per 
books $333,100 $262,800
2. Federal income tax 
payable during year 182,300 236,800
3. Taxable income not 
recorded on the 
books this year: 
Deferred sales 
commissions 10,000
4. Expenses recorded 
on the books this 
year not deducted 
on the tax return:
(a) Allowance for 
doubtful re­
ceivables 11,000 4,000
(b) Amortization 
of goodwill 8,000 8,000
5. Total of lines 1 
through 4 544,400 511,600
6. Income recorded 
on the books this 
year not included 
on the tax return:
Tax exempt inter­
est—
W atertow n 5% 
Municipal Bonds 5,000
7. Deductions on the 
tax  re tu rn  not 
charged  against 
book income this 
year:
Depreciation 83,700 38,000
8. T ota l of lines 
6 and 7 88,700 38,000
9. T axab le  incom e 
(line 5 less line 8) $455,700 $473,600
3. Assume that the effective tax rates are as fol 
lows:
1969 and prior years: 60%
1970: 50%
1971: 40%
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4. In December 1971 CEI entered into a contract 
to serve as distributor for Brown Manufacturer, Inc.’s 
engineering products. The contract became effective 
December 31, 1971, and $10,000 of advance commis­
sions on the contract were received and deposited on 
December 31, 1971. Since the commissions had not 
been earned, they were accounted for as a deferred 
credit to income on the balance sheet at December 31,
1971.
5. Goodwill represents the excess of cost over 
fair value of the net tangible assets of a retiring com­
petitor that were acquired for cash on January 2, 1966. 
The original balance was $80,000.
6. Depreciation on plant assets transferred at in­
corporation and acquisitions through December 31, 
1969 have been accounted for on a straight-line basis 
for both financial and tax reporting. Beginning in 1970 
all additions of machinery and equipment have been 
depreciated using the declining-balance method for tax 
reporting but the straight-line method for financial 
reporting. Company policy is to take a full year’s 
depreciation in the year of acquisition and none in the 
year of retirement. There have been no sales, trade-ins 
or retirements since incorporation. Following is a 
schedule disclosing significant information about de­
preciable property and related depreciation:
Required:
a. Prepare a schedule calculating (1) the balance 
of deferred income taxes at December 31, 1970 and 
1971, and (2) the amount of the timing differences 
between actual income tax payable and financial in­
come tax expense for 1970 and 1971. Round all cal­
culations to the nearest $100.
b. Independent of your solution to part a and 
assuming data shown below, prepare the section of the 
income statement beginning with pretax accounting 
income to disclose properly income tax expense for the
years ended December 31, 1971 and 1970.
1971 1970
Pretax accounting 
income $480,400 $465,600
Taxes payable cur­
rently 182,300 236,800
Year’s net timing dif­
ference—Dr. (Cr.) 28,100 (24,500)
Balance of deferred 
tax at end of year— 
Dr. (Cr.) (44,200) (16,100)
Asset Cost Life
Buildings $1,190,000 20 & 50 yrs.
Machinery and equipment:
Transferred at incorpora­
tion or acquired through
December 31, 1969 834,000 Various
Acquisitions since
December 31, 1969:
1970 267,000 6 yrs.
1971 395,000 6 yrs.
Total asset cost $2,686,000
For book purposes
For tax purposes
* After giving appropriate consideration to salvage value.
Annual
Straight-
line
Amount*
Declining-balance
Depreciation
Depre­
ciation
Taken
Through
December 
31, 19691971 1970
$31,000 $380,000
45,900 495,800
38,000
58,000
$ 63,700 
116,000
$ 76,000
Total Depreciation Expense
1971 1970
Through 
December 
31, 1969
$172,900 $114,900 $875,800
$256,600 $152,900 $875,800
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Number 3 (Estimated time— 40 to 50 minutes)
In June 1960, after ten years with a large CPA firm, 
John B. Johnson, CPA, opened an office as a sole 
practitioner.
In 1962 Walter L. Smith, CPA, joined Johnson as 
a senior accountant. The partnership of Johnson and 
Smith was organized July 1, 1967 and a fiscal year 
ending June 30 was adopted and approved by the 
Internal Revenue Service.
Continued growth of the Firm has required addi­
tional personnel. The current complement, including 
approved salaries for the fiscal year ending June 30, 
1973, is as follows:
Annual
Salary
Partners:
John B. Johnson, C P A ........... $24,000
Walter L. Smith, CPA ........... 18,000
Professional staff:
Supervisor:
Harold S. Vickers, CPA 17,500
Senior Accountant:
Duane Lowe, CPA ......... 12,500
Assistants:
James M. Kennedy 10,500
Viola O. Quinn .................  10,500
Secretaries:
Mary Lyons 7,800
Johnnie L. Hammond 6,864
Livia A. Garcia 6,864
A severe illness kept Johnson away from the office 
for over four months in late 1971. The Firm suffered 
during this period, mainly because other personnel 
lacked knowledge about the practice.
After Johnson’s illness, a plan was developed for 
delegation of administrative authority and responsibil­
ity and for standardization of procedures.
The goals of the plan included (1) income objectives, 
(2) standardized billing procedures (with flexibility for 
adjustments by the partners) and (3) assignment 
schedules to eliminate overtime and to allow for non- 
chargeable time such as vacations and illness. The 
Firm plans a 52-week year with five-day, forty-hour 
weeks.
The partners have set an annual income target (after 
partners’ salaries) of at least $55,000. The budget for 
fiscal year 1973 is 700 hours of chargeable time at $45 
per hour for Johnson and 1,100 hours at $40 per hour 
for Smith. Johnson and Smith are to devote all other 
available time, except as specified below, to adminis­
tration. The billing rates for all other employees includ­
ing secretaries are to be set at a level to recover their 
salaries plus the following overhead items: fringe bene­
fits of $15,230, other operating expenses of $49,380 
and a contribution of $20,500 to target income.
The partners agree that salary levels are fair bases for 
allocating overhead in setting billing rates with the ex­
ception that salary costs of the secretaries’ noncharge- 
able time are to be added to overhead to arrive at total 
overhead to be allocated. Thus the billing rate for each 
secretary will be based upon the salary costs of her 
chargeable time plus her share of the total overhead. 
No portion of total overhead is to be allocated to part­
ners’ salaries.
The following information is available for noncharge- 
able time:
1. Because of his recent illness, Johnson expects 
to be away an additional week. Smith expects no loss 
of time from illness. All other employees are to be 
allowed one illness day per month (12 days each).
2. Allowable vacations are as follows:
Month Johnson
Smith
Weeks Vickers
Lyons
Weeks All other employees
3. The Firm observes seven holidays annually. 
If the holiday falls on a weekend, the office is closed 
the preceding Friday or following Monday.
4. Kennedy and Quinn should each be allotted 
three days to sit for the November 1972 CPA exam­
ination.
5. Hours are budgeted for other miscellaneous 
activities of the personnel as follows:
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Johnson Smith
Firm p ro jec ts ............................ 100
Professional development 80 80
Professional meetings 184 120
Firm m eetings............................ 48 48
Community activities................. 80 40
Office time other than Firm 
administration ........................
Total other miscellaneous 392 388
Vickers Lowe Kennedy Quinn Lyons Hammond Garcia
40 40 40 200
56 40 40 50 24 16 24
40 40 16 16 24 8 8
48 24 24 24 48 8 8
40 24 16 16 12
84 72 1,000 716 808
308 240 136 106 1,308 748 848
6. Unassigned time should be budgeted for Lowe, 
Kennedy and Quinn as 8, 38 and 78 hours respectively. 
Required:
a. Prepare a time allocation budget for Johnson, 
Smith and each employee ending with budgeted charge­
able time for the year ending June 30, 1973.
b. Independent of your solution to part a and 
assuming the following data as to budgeted chargeable 
hours, prepare a schedule computing billing rates by 
employee for the year ending June 30, 1973. The 
schedule should show the proper allocation of appropri­
ate expenses and target income contribution to salaries 
applicable to chargeable time in accordance with the 
objective established by the partners. (Round alloca­
tion calculations to one decimal place. Round billing 
rate calculations to the nearest dollar.)
Budgeted
Chargeable
Hours
Vickers ..................................... 1,600
Lowe .........................................  1,650
Kennedy ..................................  1,550
Quinn .......................................  1,450
Lyons .......................................  500
Hammond ................................  1,150
Garcia ....................................... 1,200
c. Independent of your solutions to parts a and b 
and assuming the following data as to budgeted charge­
able hours and billing rates, prepare a condensed state­
ment of budgeted income for the year ending June 30, 
1973.
Budgeted
Chargeable
Hours
Budgeted
Hourly
Billing
Rate
Johnson 700 $45
Smith 1,100 40
Vickers 1,600 32
Lowe ............... 1,650 25
Kennedy . . . . ........... 1,550 15
Quinn ............. 1,450 17
Lyons ............... 500 5
Hammond . . . . 1,150 7
Garcia ............. 1,200 7
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Number 4  (Estimated time— 50 to 60 minutes)
Williard, Inc. acquired 10% of the 100,000 shares 
of $2.50 par value common stock outstanding of 
Thorne Corporation on December 31, 1969 for 
$38,000. An additional 70,000 shares were acquired 
for $331,600 on June 30, 1971 (at which time there 
was no material difference between the fair and book 
values of Thorne’s assets and liabilities). Williard uses 
the equity method of accounting for its investment in 
Thorne.
Enclosed are the balance sheets for both companies 
for the year ended December 31, 1971. The following 
information is also available:
1. An analysis of Investment in Thome Corpora­
tion:
Date
December 31, 1969 
June 30, 1971 
December 31, 1971
Description Amount
Investment $ 38,000
Investment 331,600
80% of net 
increase in 
retained 
earnings of 
Thorne 
Corporation 
during 1971 36,000
$405,600
2. An analysis of the companies’ Retained Earn­
ings accounts:
Balance, December 
31, 1969
Net incom e fo r 
1970
Cash div idends in
1970 .................
Balance, December 
31, 1970 ...........
Net income:
Ja n u ary  1-June
30, 1971
June 30-Decem- 
ber 31, 1971
Dividends declared, 
D ecem ber 15,
1971 .................
80% of net increase 
in retained earn­
ings of T horne 
Corporation dur­
ing 1971
Balance, December 
31, 1971
Williard,
Inc.
Thorne
Corpo­
ration
$540,000 $101,000
55,000 40,000
(5,000)
595,000 136,000
31,000 23,000
40,800 33,000
(20,000) (11,000)
36,000
$682,800 $181,000
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3. Thorne’s other equity accounts have not 
changed since 1965.
4. Data on 1971 intercompany sales and ending 
inventories were as follows:
Williard,
Inc.
Thorne
Corpo­
ration
Intercompany sales: 
January 1-
June 30 $39,000 $24,000
June 30-
December 31 $41,600 $41,000
Gross profit on sales 30% 25%
Intercompany pay­
able at year end $12,000 $ 7,000
Y ear-end  inven­
to ry  of in te r ­
com pany p u r ­
chases at FIFO
c o s t ................. $26,000 $22,000
5. Williard, Inc. acquired $30,000 
Corporation 6% bonds on August
of the Thorne 
31, 1971 for
$30,580 plus accrued interest. Thorne Corporation is­
sued the 20-year bonds on January 1, 1962 at 90 and
has been paying the interest on each January 1 and 
July 1 due date.
6. On September 1, 1971 Williard, Inc. sold 
equipment with a cost of $40,000 and accumulated 
depreciation of $9,300 to Thorne Corporation for 
$20,200. Thorne Corporation recorded the equipment 
as having a cost of $29,500 with accumulated depre­
ciation of $9,300. At that date the equipment had an 
estimated salvage value of $500 and an estimated life 
of ten years.
7. Included in Williard, Inc.’s Notes Receivable 
are $2,000 in noninterest bearing notes of Thome Cor­
poration.
Required:
Complete the worksheet on page 12 for the prep­
aration of a consolidated balance sheet for Williard, 
Inc. and its subsidiary, Thorne Corporation, as of De­
cember 31, 1971. Formal statements and journal en­
tries are not required. You may assume that both 
companies made all of the adjusting entries required 
for separate financial statements unless an obvious dis­
crepancy exists. Income taxes should not be considered 
in your solution. Any amortization required by APB 
Opinion No. 17, “Intangible Assets,” is to be com­
puted by the straight-line method over a 40-year period.
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Williard, Inc. and Subsidiary
WORKSHEET TO PREPARE CONSOLIDATED BALANCE SHEET 
December 31, 1971
A djustm ents and C o n so lidated
W ill ia rd ,  Thorne _______ E lim in a tio n s_______  ______ B alance Sheet
In c . C orp o ra tio n  D ebit C re d it D ebit C re d it
D ebits
Cash $ 130,000 $ 60,000
Accounts re c e iv a b le 160,000 75,000
Notes r e c e iv a b le 15,000 12,200
I n t e r e s t  re c e iv a b le 2,100 1 ,600
D ividends re c e iv a b le 8 ,800
M arketab le  s e c u r i t i e s 31,220 9,700
In v e n to r ie s 180,000 96,000
P la n t  and equipment 781,500 510,000
Investm ent in  Thorne C o rp o ra tio n  s to ck 405 ,6 00
Investm ent in  Thorne C orp o ra tio n  bonds 30,580
Advance to  Thorne C orp o ra tio n 32,000
Unam ortized bond d isc o u n t 7 ,500
$1,776 ,800 $772,000
C re d its
Allowance f o r  d e p re c ia t io n $ 87,000 $ 85,000
A ccounts p ayab le 34 ,500 16,000
Notes payab le 5 ,500 3,800
D ividends p ayab le 20,000 11,000
I n t e r e s t  p ayab le 18,000 13,000
O ther accrued  l i a b i l i t i e s 15,000 1,200
Advance from W il l ia rd ,  In c . 32,000
Bonds payab le 400,000 150,000
C a p ita l  s to ck 500,000 250,000
C a p ita l  in  excess o f  p a r va lue 14 ,000 29,000
R eta in ed  ea rn in g s 682,800 181,000
$1 ,776 ,800  $772,000
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GROUP II
(Estimated time— 40 to 50 minutes)
Solve only one of the two problems in this 
group. If both are solved, only the first will be 
considered.
Number 5
The Fiske Corporation manufactures and sells two 
products, A and B. The demand for both products 
exceeds current production capacity. The Corporation 
has been unable to maintain an inventory of either 
product or of product B’s primary raw material which 
presently is in short supply. Labor also is in short 
supply, but the existing force can be used for produc­
tion of either of the two products. Data are available 
on the number of units of each product sold (net of 
returns) and on the number of direct labor hours ex­
pended on each product. Machinery life is directly 
related to the number of units of each of the products 
manufactured.
The Company utilizes a standard costing system and 
has determined that the standard unit cost of these 
products is as shown below:
Product Product 
A B
Direct materials $1.000 $1.953
Direct l a b o r ............. .375 .781
Factory overhead .975 1.344
$2.350 $4.078
Overhead shown on the standard cost sheets is ob­
tained from the flexible budget shown below. This 
budget is based upon an assumption that 8,000 units 
of product A and 6,400 units of product B are being 
produced.
F iske C orpora tion  
OVERHEAD BUDGET
For April 1972
Allocation
to Product Basis for Allocation
Fixed Variable* Total A B to Product
Factory overhead:
Indirect labor ................. $ 500 $ 500 $ 200 $ 300 Direct labor hours
Depreciation:
M achinery................... 5,000 5,000 2,000 3,000 Direct labor hours
Building ..................... 7,200 7,200 4,000 3,200 Estimated number of
Insurance—property and units sold
plant ............................ 800 800 300 500 Per unit sales price
Payroll ta x e s ................... 95 $ 1,505 1,600 600 1,000 Per unit sales price
Utilities .......................... 500 500 200 300 Direct labor hours
Supplies............................ 800 800 500 300 Traced to product
Total ........................ 14,895 1,505 16,400 7,800 8,600
General and administrative:
Product A ....................... 429 2,500 2,929 2,929
Product B ....................... 571 4,000 4,571 4,571
Total ....................... 1,000 6,500 7,500 2,929 4,571
Selling:
Commissions................... 8,820 8,820 2,970 5,850
Advertising ..................... 1,000 1,000 1,000
Bad debts ....................... 500 500 300 200
Total ....................... 1,500 8,820 10,320 4,270 6,050
Total overhead ...................  $17,395 $16,825 $34,220 $14,999 $19,221
* Based upon a projected production and sales volume of 8,000 units of product A and 6,400 units of product B.
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Outside consultants have been engaged to determine 
an optimal product mix, and they currently are de­
veloping a linear programming model to determine how 
many units of each product to manufacture in order to 
maximize profit.
The following pro forma statement (in thousands of 
dollars) has been prepared for the month of April 
1972:
Product A Product B
Sales:
A— 8,000 units
B— 6,400 units
$30.5
$40.8
Gross sales 30.5 40.8
Less: R etu rns 
and allowances .3 1.0
Discounts .5 .8
Net sales 29.7 39.0
Cost of sales:
Direct materials 8.0 12.5
Direct labor 3.0 5.0
F ac to ry  over­
head 7.8 8.6
Total 18.8 26.1
Gross margin 10.9 12.9
Operating expense:
General and ad­
ministrative 2.9 4.6
Selling ............... 4.3 6.1
Total ............... 7.2 10.7
Income from oper­
ations ............... 3.7 2.2
Other:
Interest revenue .8 .5
Interest expense (1.0) ( .8)
Total ............... (.2) (.3)
Incom e before
taxes ............... 3.5 1. 9
Income taxes 1.0 .6
Net income $ 2.5 $ 1.3
Instructions
For each of the numbered items below select the 
lettered answer that best indicates in what way the 
preceding financial data should be used in the determi­
nation of the optimal product mix. Assume that vari­
able revenues and expenses are completely variable.
Use a soft pencil, preferably # 2 , to blacken the 
appropriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for 
each item. Your grade will be determined from your 
total of correct answers.
Answer Choices
a. This aggregate dollar amount for the month 
divided by the aggregate number of units sold 
during the month should be used.
b. This aggregate dollar amount should be used.
c. This cost or revenue item should not be used.
d. This cost or revenue item should be included but 
amounts inappropriate for financial accounting 
purposes should be used.
e. The information given is insufficient to determine 
whether or not the item should be used.
Items to be Answered
19. Sales.
20. Sales returns and allowances.
21. Sales discounts.
22. Direct materials.
23. Direct labor.
24. Standard overhead per unit.
25. Indirect labor.
26. Depreciation—machinery.
27. Depreciation—building.
28. Insurance.
29. Variable payroll taxes.
30. Utilities.
31. Supplies.
32. General and administrative expenses—variable.
33. General and administrative expenses—fixed.
34. Commissions.
35. Advertising.
36. Bad debts.
37. Interest income.
38. Interest expense.
39. Income tax.
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Number 6
Instructions
Select the best answer for each of the following items 
relating to fund accounting. Use a soft pencil, prefer­
ably # 2 , to blacken the appropriate space on the sep­
arate printed answer sheet to indicate your answer. 
Mark only one answer for each item. Your grade will 
be determined from your total of correct answers.
Items to be Answered
40. The operations of a public library receiving the 
majority of its support from property taxes levied for 
that purpose should be accounted for in
a. The general fund.
b. A special revenue fund.
c. An enterprise fund.
d. An intragovernmental service fund.
e. None of the above.
41. The liability for general obligation bonds issued 
for the benefit of a municipal electric company and 
serviced by its earnings should be recorded in
a. An enterprise fund.
b. The general fund.
c. An enterprise fund and the general long-term 
debt group.
d. An enterprise fund and disclosed in a footnote 
in the statement of general long-term debt.
e. None of the above.
42. The liability for special assessment bonds which 
carry a secondary pledge of a municipality’s general 
credit should be recorded in
a. An enterprise fund.
b. A special revenue fund and general long-term 
debt group.
c. A special assessment fund and the general long­
term debt group.
d. A special assessment fund and disclosed in a 
footnote in the statement of general long-term 
debt.
e. None of the above.
43. The proceeds of a federal grant made to assist 
in financing the future construction of an adult training 
center should be recorded in
a. The general fund.
b. A special revenue fund.
c. A capital projects fund.
d. A special assessment fund.
e. None of the above.
44. The receipts from a special tax levy to retire 
and pay interest on general obligation bonds issued to 
finance the construction of a new city hall should be 
recorded in a
a. Debt service fund.
b. Capital projects fund.
c. Revolving interest fund.
d. Special revenue fund.
e. None of the above.
45. The operations of a municipal swimming pool 
receiving the majority of its support from charges to 
users should be accounted for in
a. A special revenue fund.
b. The general fund.
c. An intragovernmental service fund.
d. An enterprise fund.
e. None of the above.
46. The fixed assets of a central purchasing and 
stores department organized to serve all municipal de­
partments should be recorded in
a. An enterprise fund and the general fixed assets 
group.
b. An enterprise fund.
c. The general fixed assets group.
d. The general fund.
e. None of the above.
47. The monthly remittance to an insurance com­
pany of the lump sum of hospital-surgical insurance 
premiums collected as payroll deductions from em­
ployees should be recorded in
a. The general fund.
b. An agency fund.
c. A special revenue fund.
d. An intragovernmental service fund.
e. None of the above.
48. Several years ago a city provided for the 
establishment of a sinking fund to retire an issue of 
general obligation bonds. This year the city made a 
$50,000 contribution to the sinking fund from general 
revenues and realized $15,000 in revenue from securi­
ties in the sinking fund. The bonds due this year were 
retired. These transactions require accounting recog­
nition in
a. The general fund.
b. A debt service fund and the general long-term 
debt group of accounts.
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c. A debt service fund, the general fund and the 
general long-term debt group of accounts.
d. A capital projects fund, a debt service fund, 
the general fund and the general long-term debt 
group of accounts.
e. None of the above.
49. A city realized large capital gains and losses on 
securities in its library endowment fund. In the absence 
of specific instructions from the donor or state statutory 
requirements, the general rule of law holds that these 
amounts should be charged or credited to
a. General fund income.
b. General fund principal.
c. Trust fund income.
d. Trust fund principal.
e. None of the above.
50. The activities of a central motor pool which 
provides and services vehicles for the use of municipal 
employees on official business should be accounted 
for in
a. An agency fund.
b. The general fund.
c. An intragovernmental service fund.
d. A special revenue fund.
e. None of the above.
51. A transaction in which a municipal electric 
utility paid $150,000 out of its earnings for new equip­
ment requires accounting recognition in
a. An enterprise fund.
b. The general fund.
c. The general fund and the general fixed assets 
group of accounts.
d. An enterprise fund and the general fixed assets 
group of accounts.
e. None of the above.
52. In order to provide for the retirement of gen­
eral obligation bonds, a city invests a portion of its 
general revenue receipts in marketable securities. This 
investment activity should be accounted for in
a. A trust fund.
b. The enterprise fund.
c. A special assessment fund.
d. A special revenue fund.
e. None of the above.
53. The activities of a municipal employee retire­
ment plan which is financed by equal employer and 
employee contributions should be accounted for in
a. An agency fund.
b. An intragovernmental service fund.
c. A special assessment fund.
d. A trust fund.
e. None of the above.
54. A city collects property taxes for the benefit 
of the local sanitary, park and school districts and 
periodically remits collections to these units. This 
activity should be accounted for in
a. An agency fund.
b. The general fund.
c. An intragovernmental service fund.
d. A special assessment fund.
e. None of the above.
55. A transaction in which a municipal electric 
utility issues bonds (to be repaid from its own opera­
tions) requires accounting recognition in
a. The general fund.
b. A debt service fund.
c. Enterprise and debt service funds.
d. An enterprise fund, a debt service fund and 
the general long-term debt group of accounts.
e. None of the above.
56. A transaction in which a municipality issued 
general obligation serial bonds to finance the construc­
tion of a fire station requires accounting recognition 
in the
a. General fund.
b. Capital projects and general funds.
c. Capital projects fund and the general long­
term debt group of accounts.
d. General fund and the general long-term debt 
group of accounts.
e. None of the above.
57. Expenditures of $200,000 were made during 
the year on the fire station in item 56. This transaction 
requires accounting recognition in the
a. General fund.
b. Capital projects fund and the general fixed 
assets group of accounts.
c. Capital projects fund and the general long­
term debt group of accounts.
d. General fund and the general fixed assets 
group of accounts.
e. None of the above.
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories and the District of Columbia.)
Uniform Certified Public Accountant Examination
Examination in Accounting Practice— Part II
May 11, 1972; 1:30 to 6:00 p .m .
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All problems are required:
No. 1 ............................................................................................
No. 2 ......................................................................................................
No. 3 ............................................................................................
No. 4 ...........................................................................................
No. 5 .....................................................................................................
T o ta l ...........................................................................................
Estimated Minutes
Minimum Maximum
40 50
50 60
50 60
40 50
40 50
220 270
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of 
the problems. If more than one page is required for 
a solution, number the pages in sequence for that 
problem with the lead schedule first, followed by 
supporting computations. For instance, if two 
pages are used for Problem No. 3, you would show 
Problem 3, Page 1 of 2 and Page 2 of 2.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but you 
should show the problem number and place them
immediately following the problem to which they 
relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top left 
corner. All fourteen-column sheets should then be 
wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE 
IN ACCOUNTING WORK.
CONSIDERED AS INDICATING INEFFICIENCY
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Number 1 (Estimated time— 40 to 50 minutes)
Instructions
Select the best answer for each of the following 
items relating to a variety of financial accounting prob­
lems. Use a soft pencil, preferably # 2 , to blacken 
the appropriate space on the separate printed answer 
sheet to indicate your answer. Mark only one answer 
for each item. Your grade will be determined from 
your total of correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. Net sales last year for 
Baker Company were
a. $5,260,000.
b. $5,200,000.
c. $5,100,000.
d. $4,800,000.
e. None of the above.
A n sw er Sheet
97. a .  b. c. d. e.
Items to be Answered
The following balance sheet, income statement 
and related information of the Brief Company 
pertain to items 1 through 8.
B rie f  C om pan y  
BALANCE SHEET 
December 31, 1971
Assets
Cash $ 106,000
Accounts receivable ...............  566,000
Inventories ..............................  320,000
Plant and equipment, net of
depreciation ........................ 740,000
Patents ..................................... 26,000
Other intangible a sse ts ........... 14,000
Equities
Accounts payable ...................  $ 170,000
Federal income tax payable   32,000
Miscellaneous accrued payables 38,000
Bonds payable (4% , due
1992) 300,000
Preferred stock ($100 par, 7% 
cumulative nonparticipating 
and callable at $110) 200,000
Common stock (No par, 20,000 
shares authorized, issued 
and outstanding) ...............  400,000
Retained earnings .................  720,000
Treasury stock— 800 shares of
preferred (88,000)
$1,772,000
B rie f  C om pan y  
INCOME STATEMENT 
Year Ended December 31, 1971
Net s a le s ..................................  $1,500,000
Cost of goods s o ld .................  900,000
Gross margin on sales ........... 600,000
Operating expenses (including
bond interest expense) . . 498,000
Income before federal income
taxes ................................... 102,000
Income tax expense ...............  37,000
Net incom e..............................  $ 65,000
Additional information: There are no preferred divi­
dends in arrears and the balances in the Accounts Re­
ceivable and Inventory accounts are unchanged from 
January 1, 1971 and there were no changes in the 
Bonds Payable, Preferred Stock or Common Stock 
accounts during 1971.
1. At December 31, 1971 the current ratio was
a. 992
b.
1 70
992
c.
208
992
d.
240
672
208
$1,772,000 e. None of the above.
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2. The number of times bond interest was earned 
during 1971 using the theoretically preferable method 
was
a.
b.
c.
d.
e.
1,500
1 2  
114
1 2
102
1 2
650
120 
None of the above.
3. During 1971 the number of times bond interest 
and preferred dividends were earned was
a. 1,140 
 204 
b. 1,020 
 204 
c. 114 
 27 
d. 650 
 260
e. None of the above.
4. During 1971 the average number of days’ sales 
in ending inventories was
a.
365
b.
365
c.
365
d.
365
e. None of the above.
150
 32
 90  
 3 2   
1,500
 5 66 
 32 
 150
5. During 1971 the average number of days in the 
operating cycle was approximately
a.
365
b.
365
c.
365
d.
365
e. None of the above.
150 + 1,500 
 32     566 
 90 1,500 
 32 +   566 
32 566  
 90 +  1 ,500  
320 +  566
1,500
6. At December 31, 1971 the book value per 
share  o f com m on stock was
a. $66.
b. $61.60.
c. $56.
d. $51.60.
e. None of the above.
7. The rate of return for 1971 based on the year- 
end common stockholders’ equity was
a. 650
11,120
b. 566
c.
10,320
650
12,320
d. 566 
11,120
e. None of the above.
8. At December 31, 1971 the debt-equity ratio 
with debt defined as total liabilities would be
a. 540 
1,112
b. 540 
1,120
c. 540 
1,232
d. 540 
1 ,772
e. None of the above.
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9. The Apex Company has been using the LIFO 
cost method of inventory valuation for 10 years. Its 
1971 ending inventory was $12,000 but it would have 
been $18,000 if FIFO had been used. Thus, if FIFO 
had been used, Apex’s net income before income taxes 
would have been
a. $6,000 greater over the 10-year period.
b. $6,000 less over the 10-year period.
c. $6,000 greater in 1971.
d. $6,000 less in 1971.
e. None of the above.
10. On December 20, 1971 Howard Company 
purchased 300 shares of Chari Company stock at $10 
each. On February 27, 1972 Howard received 300 
rights entitling it to purchase at $12 per share one 
additional share of Chari for each 10 shares then held. 
On that date Charl stock was selling ex-rights at $14.75 
and the rights were selling at $.25. Using the theoreti­
cally preferable method, a sale of the rights for $.25 
each would give Howard a gain of
a. $75.
b. $25.
c. $12.50.
d. $0.
e. None of the above.
11. Dile Company discounted a $2,000, 60 day, 
6% note receivable of Holden Company dated April 
I, 1972 at its own bank. The note was discounted on 
April 21, 1972 at a bank discount rate of 7% . The
proceeds of the note to Dile Company would be
a. $2,020.
b. $2,015.71.
c. $2,006.67.
d. $2,004.29.
e. None of the above.
12. The Wise Corporation purchased a new ma­
chine on October 31, 1971. A $250 down payment 
was made and three monthly installments of $800 each 
are to be made beginning on November 30, 1971. The 
cash price would have been $2,500. Wise paid no 
installation charges under the monthly payment plan 
but a $50 installation charge would have been incurred 
with a cash purchase. The amount to be capitalized 
as the cost of the machine during 1971 would be
a. $2,700.
b. $2,650.
c. $2,550.
d. $1,850.
e. None of the above.
13. The Park Company’s account balances at De­
cember 31, 1971 for Accounts Receivable and the
related Allowance for Uncollectible Accounts are 
$600,000 and $800, respectively. From an aging of 
accounts receivable, it is estimated that $8,100 of the 
December 31 receivables will be uncollectible. The 
net realizable value of accounts receivable would be
a. $600,000.
b. $599,200.
c. $592,700.
d. $591,900.
e. None of the above.
14. The Doll Company estimates the cost of its 
physical inventory at March 31, 1972 for use in an 
interim financial statement. The rate of markup on 
cost is 25%. The following account balances are
available:
Inventory, March 1, 1972 $160,000
Purchases during March 86,000
Purchase returns ..........................  4,000
Sales during M a rc h ...................... 140,000
The estimate of the cost of inventory at March 31 
would be
a. $137,000.
b. $130,000.
c. $112,000.
d. $102,000.
e. None of the above.
15. On January 1, 1971 Wayne Company’s out-
standing 6% serial bond issue had the following ma­
turities: July 1, 1971, $10,000; July 1, 1972, $10,000; 
July 1, 1973, $10,000; July 1, 1974, $10,000. The 
bonds were issued at a premium which was correctly 
calculated at $2 per $ 1,000 bond per year. Assuming a 
calendar year accounting period, bonds payable should 
be recorded on the books on December 31, 1971 at
a. $30,120.
b. $30,090.
c. $30,000.
d. $29,010.
e. None of the above.
16. Assume the same facts as in item 15. If the 
bonds that mature on July 1, 1973 were purchased in 
the open market and retired on April 1, 1972 for 
$10,150 including accrued interest since January 1, 
the transaction resulted in
a. A gain of $25.
b. No gain or loss.
c. A loss of $125.
d. A loss of $150.
e. None of the above.
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Number 2 (Estimated time— 50 to 60 minutes)
Instructions
Select the best answer for each of the following items 
relating to Opinions of the Accounting Principles 
Board. In determining your answer to each item con­
sider the information given in the preceding lettered 
statement of facts or data. Use a soft pencil, prefer­
ably # 2 , to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. 
Mark only one answer for each item. Your grade will 
be determined from your total of correct answers.
Items to be Answered
A. The following items relate to APB Opinions 
No. 17 and No. 18. Assume that all investments were 
purchased after October 31, 1970, that the reporting 
periods begin after December 31, 1971 and that any 
amortization of goodwill is by the straight-line method 
for a 40-year period. Ignore income taxes.
17. On January 1, 1972 Investor Corporation 
purchased for $20,000 a 15% common stock interest 
in Investee Corporation whose total common stock 
equity had a fair and a book value of $100,000. The 
investment is accounted for by the cost method. If 
Investee’s net income during 1972 is $30,000 and In­
vestor receives dividends of $5,000 from Investee, for 
1972 Investor Corporation should report income from 
this investment of
a.
b.
c.
$5,000.
$4,875.
$4,500.
d. $4,375.
e. None of the above or not 
the above facts.
determinable from
18. Assume the same facts as in item 17 except
that Investor Corporation pays $50,000 for a 40% 
common stock interest in Investee Corporation, ac­
counts for the investment by the equity method and 
received $13,333 in dividends from Investee during
1972. For 1972 Investor Corporation should report 
as income from this investment the single amount of
a. $13,333.
b. $13,083.
c. $12,000.
d. $11,750.
e. None of the above or not determinable from 
the above facts.
19. The investment described in item 18 should be 
reported as a long-term investment in Investor Cor­
poration’s balance sheet at December 31, 1972 as a 
single amount of
a. $63,083.
b. $50,000.
c. $48,667.
d. $48,417.
e. None of the above or not determinable from 
the above facts.
20. Assume that Operating Corporation purchases 
a 10% common stock interest in Service Corporation 
for $10,000 on January 1, 1972 and an additional 20% 
interest for $22,000 on January 1, 1973. The balance 
sheets of Service Corporation, which pays no dividends, 
follow:
December
31,
1973
December
31,
1972
January
1,
1972
Cash $130,000 $110,000 $100,000
Total
assets $130,000 $110,000 $100,000
Common
stock $100,000 $100,000 $100,000
Retained
earnings 30,000 10,000 —0—
Total
owners’
equity $130,000 $110,000 $100,000
During 1972 Operating Corporation carries this in­
vestment under the cost method and on January 1, 1973 
adopts the equity method. For 1973 Operating Cor­
poration should report as income from this 30% in­
vestment the single amount of
a. $9,000.
b. $7,000.
c. $6,000.
d. $5,950.
e. None of the above or not determinable from 
the above facts.
21. The investment described in item 20 should be 
reported as a long-term investment in Operating Cor­
poration’s balance sheet at December 31, 1973 as a 
single amount of
a. $41,000.
b. $39,000.
c. $38,000.
d. $37,900.
e None of the above or not determinable from 
the above facts.
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B. The following items relate to APB Opinion 
No. 19. Your answers pertain to data to be reported 
in the Statement of Changes in Financial Position of 
Retail Establishment for the year ended December 31,
1971. Balance sheets and income statements for 1971 
and 1970 follow:
R eta il E sta b lish m en t, Inc. 
BALANCE SHEETS
December 31,
1971 1970
Assets
Current assets:
C a s h ................. $ 150,000 $100,000
M arke tab le  securi­
ties ......................
Accounts receivable 
—net .................
Merchandise inven­
tory ...................
Prepaid expenses
Land, bu ild ings and 
fixtures ...................
Less accum ulated  
depreciation
40,000
420,000 290,000
330,000 210,000
50,000 25,000
990,000 625,000
565,000 300,000
55,000 25,000
510,000 275,000
$1,500,000 $900,000
Equities
Current liabilities:
Accounts payable $ 265,000 $220,000
Accrued expenses . . 70,000 65,000
Dividends payable 35,000
370,000 285,000
Note payable —  due 
1974 ................. 250,000
Stockholders’ equity: 
Common stock . . . 600,000 450,000
Retained earnings . . 280,000 165,000
880,000 615,000
$1,500,000 $900,000
R eta il E sta b lish m en t, Inc. 
INCOME STATEMENTS
Year Ended December 31,
1971 1970
Net sales—in clu d ­
in g  s e r v i c e  
charges ...........
Cost of goods sold
Gross profit
Expenses (including 
income taxes)
Net income
$3,200,000 $2,000,000
2,500,000 1,600,000
700,000 400,000
500,000 260,000
$ 200,000 $ 140,000
Additional information available included the fol­
lowing:
• Although Retail Establishment will report all 
changes in financial position, management has adopted 
a format emphasizing the flow of cash.
• All accounts receivable and accounts payable 
relate to trade merchandise. Cash discounts are not 
allowed to customers but a service charge is added to 
an account for late payment. Accounts payable are 
recorded net and always are paid to take all of the 
discount allowed. The Allowance for Doubtful Ac­
counts at the end of 1971 was the same as at the end 
of 1970; no receivables were charged against the Al­
lowance during 1971.
• The proceeds from the note payable were used 
to finance a new store building. Capital stock was sold 
to provide additional working capital.
22. Cash collected during 1971 from accounts re­
ceivable amounted to
a. $3,200,000.
b. $3,070,000.
c. $2,920,000.
d. $2,780,000.
e. None of the above or not determinable from 
the above facts.
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23. Cash payments during 1971 on accounts pay­
able to suppliers amounted to
a. $2,575,000.
b. $2,500,000.
c. $2,455,000.
d. $2,335,000.
e. None of the above or not determinable from 
the above facts.
24. Cash dividend payments during 1971 amounted 
to
a. $120,000.
b. $115,000.
c. $85,000.
d. $35,000.
e. None of the above or not determinable from 
the above facts.
25. Cash receipts during 1971 which were not 
provided by operations totaled
a. $400,000.
b. $250,000.
c. $150,000.
d. $70,000.
e. None of the above or not determinable from 
the above facts.
26. Cash payments for assets during 1971 which 
were not reflected in operations totaled
a. $305,000.
b. $265,000.
c. $185,000.
d. $40,000.
e. None of the above or not determinable from 
the above facts.
C. The following items relate to APB Opinion No. 
16. Assume that all business combinations were in­
itiated after October 31, 1970 and that all transactions 
occurred after that date.
27. Chun Corporation issued voting common stock 
in exchange for 90% of the outstanding voting com­
mon stock of Key Company. The combination was 
accounted for by the pooling-of-interests method. If 
Chun later issued voting common stock, which had a 
fair value of $100,000 and a par value of $1,000, for 
the remaining 10% of the Key common stock which
had a stated value of $5,000; Chun Corporation’s con­
solidated assets would increase
a. $100,000.
b. $5,000.
c. $1,000.
d. $0.
e. None of the above or not 
the above facts.
determinable from
28. Dan Corporation offered to exchange two
shares of Dan common stock for each share of Boone 
Company common stock. On the initiation date Dan 
held 3,000 shares of Boone common and Boone held 
500 shares of Dan common. In later cash transactions 
Dan purchased 2,000 shares of Boone common and 
Boone purchased 2,500 shares of Dan common. At 
all times the number of common shares outstanding 
was 1,000,000 for Dan and 100,000 for Boone. After 
consummation Dan held 100,000 Boone common 
shares. The number of shares considered exchanged in 
determining whether this combination should be ac­
counted for by the pooling-of-interests method is
a. 190,000.
b. 95,000.
c. 93,500.
d. 89,000.
e. None of the above or not determinable from 
the above facts.
29. Fast Corporation paid $50,000 cash for the 
net assets of Agge Company, which consisted of the 
following:
Book Value Fair Value
Current assets . $10,000 $14,000
Plant and equip­
ment ............. 40,000 55,000
Liabilities
assumed . (10,000)
$40,000
(9,000)
$60,000
The plant and equipment acquired in this business 
combination should be recorded at
a. $55,000.
b. $50,000.
c. $45,833.
d. $40,000.
e. None of the above or not determinable from 
the above facts.
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D. The following items relate to APB Opinion No.
15. Assume that all securities were issued after May 
31, 1969.
30. The net proceeds from an issue of 1,000, ten- 
year, $1,000, 5% subordinated junior convertible 
debenture bonds were $960,000 after deducting under­
writing fees of $50,000. Other issue costs were 
$20,000. Each debenture is convertible into 20 shares 
of common stock until the maturity date. The yield 
rate for determining whether these debentures are com­
mon stock equivalents at issuance is
a. 5.32%.
b. 5.21%.
c. 5% .
d. 4.95%.
e. None of the above or not determinable from 
the above facts.
31. A warrant may be exercised to purchase two 
shares of common stock by paying $100 cash or by 
tendering a $100 face value debenture of the issuer. 
Market prices are $45 per common share, $80 per 
debenture and $12 per warrant. This warrant has 
an effective exercise price per share of obtainable 
common stock of
a. $50.
b. $45.
c. $40.
d. $12.
e. None of the above or not determinable from 
the above facts.
32. Warrants exercisable at $20 each to obtain 
10,000 shares of common stock were outstanding dur­
ing a period when the average market price of the 
common stock was $25 and the ending market price 
was $24. Application of the treasury stock method 
for the assumed exercise of these warrants in com­
puting fully diluted earnings per share will increase the 
weighted average number of outstanding common 
shares by
a. 10,000.
b. 8,333
c. 8,000.
d. 1,667.
e. None of the above or not determinable from 
the above facts.
33. Five thousand shares of $100 par value Series 
E Preferred Stock were issued at par in a business 
combination. Registration and issue costs totaled 
$10,000. Each Series E share is convertible into one 
share of common stock for 10 years and is entitled to 
a cumulative annual dividend of $5 for 3 years and 
$3 thereafter. The yield rate for determining whether 
the Series E shares are common stock equivalents at 
issuance is
a. 5.1%.
b. 5%.
c. 3.06%.
d. 3%.
e. None of the above or not determinable from 
the above facts.
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Number 3 (Estimated time— 50 to 60 minutes)
DeStefano Corporation, a local investment counsel­
ing firm (incorporated on August 1, 1971), has en­
gaged your firm to compute income subject to federal 
income tax for the nine months ended April 30, 1972 
and to give income tax planning advice. The income 
statement for the nine months ended April 30, 1972 
is supplied by DeStefano’s bookkeeper as follows:
Revenues:
Client counseling f e e s ...................  $293,000
Interest income:
Municipal bonds . . $ 1,750
Corporate bonds 2,200 3,950
Dividends from domes­
tic corporations:
Capital gains distri­
bution ...............  1,725
Ordinary 2,275 4,000
O rd inary  dividends 
from foreign cor­
poration (no for­
eign tax withheld) ...................  325
Rental on sublease of 
premises ..................................... 900
Gain on sale of Ele­
chue County b o n d s ...................  2,475
Loss on sale of Sure­
fire Corp. stock ........................ (5,500)
299,150
Expenses:
Counselor salaries . . . 91,000
Clerical salaries . . .  12,500
Depreciation on office
and q u o t a t i o n  
e q u ip m e n t  (9 
months) 7,000
Provision for federal 
income tax ........... 69,500
Contributions ................  11,700
State, local and other
taxes ...................... 6,900
Supplies 2,300
Advertising ...............  3,100
Utilities .....................  1 ,800
Rent (August 1 to
April 30) .............  2,700
Insurance (9 months) 925
Repairs ...................... 475
Interest expense . 80
Miscellaneous ........... 60 210,040
Net incom e.........................................  $ 89,110
The following additional information also is avail­
able:
1. The 36,000 shares of DeStefano capital stock 
outstanding (par $15) are held equally by the nine 
counselors of the firm who were also the promoters. 
None of the owners are related and only one class of 
stock is outstanding.
2. On October 1, 1971 the Corporation purchased 
100 shares of Surefire Corp. common stock at par 
of $100 for the Corporation’s own investment account. 
On December 31, 1971 the 100 shares of Surefire 
stock were sold at $45 per share after commissions.
3. $10,000 of Elechue County school district 
bonds purchased at par on October 29,1971 were sold 
for 124¾ , net of commissions and accrued interest, on 
April 30, 1972.
4. With the exception of two stockholder-counse­
lors who actively serve as managers and received a 
salary of $14,000 each for the period, all stockholder- 
counselors received equal salaries.
5. The costs of incorporation totaled $2,400. 
Assume that the Corporation takes the maximum al­
lowable deduction.
6. Contributions for the period were:
Financial Counselors’ In s titu te
(College Scholarship Fund) . $ 3,000
United Fund of Elechue County . 1,825
Elechue County Republican Party 1,700 
Science and Education Foundation
of America ................................  635
Henry Joseph Memorial Hospital 2,675
Home Haven Orphanage . . . .  500
Southern River Boy Scout Council 765
Miscellaneous churches and chari­
table campaigns ........................ 600
$11,700
7. A dividend of $2 per share is planned upon 
completion of the tax work.
8. The office and quotation equipment was pur­
chased on August 1, 1971 for $120,000. The equip­
ment has an estimated useful life of 10 years and no 
salvage value. Straight-line depreciation is to be used. 
Required:
a. Compute DeStefano’s taxable income for the 
nine-month period ended April 30, 1972.
b. Discuss the tax planning advice that should be 
given at a meeting of the board of directors of DeStefano 
Corporation upon the completion of your work regard­
ing each of the following:
1. Making an election to be taxed as a Sub­
chapter S corporation. Include a discus­
sion of the passive income limitation and 
show calculations for the nine-month 
period ended April 30, 1972.
2. The possibility of the Corporation being 
taxed as a personal holding company.
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Number 4  (Estimated time— 40 to 50 minutes)
In 1969 the Archibald Freight Company negotiated 
and closed a long-term lease contract for newly 
constructed truck terminals and freight storage facili­
ties. The buildings were erected to the Company’s 
specifications on land owned by the Company. On 
January 1, 1970 Archibald Freight Company took 
possession of the leased properties. On January 1, 
1970 and 1971 the Company made cash payments of 
$1,200,000 which were recorded as rental expenses.
Although the terminals have a composite useful life 
of 40 years, the noncancelable lease runs for 20 years 
from January 1, 1970 with a favorable purchase op­
tion available upon expiration of the lease. You have 
determined that the leased properties and related ob­
ligation should be accounted for as an installment 
purchase. Internal Revenue Service agents have indi­
cated that purchase accounting will be required for 
tax purposes and that an assessment will be made for 
deficiencies in 1970 income taxes.
The 20-year lease is effective for the period January 
1, 1970 through December 31, 1989. Advance rental 
payments of $1,000,000 are payable to the lessor on 
January 1 of each of the first 10 years of the lease term. 
Advance rental payments of $300,000 are due on 
January 1 for each of the last 10 years of the lease. 
The Company has an option to purchase all of these 
leased facilities for $1 on December 31, 1989. It also 
must make annual payments to the lessor of $75,000 
for property taxes and $125,000 for insurance. The 
lease was negotiated to assure the lessor a 6% rate 
of return.
Required (round all computations to the nearest 
dollar):
a. Prepare a schedule to compute for Archibald 
Freight Company the discounted present value of the 
terminal facilities and related obligation at January 1,
1970.
b. Prepare a schedule to compute an estimate of 
Archibald Freight Company’s deficiency in federal in­
come taxes for 1970. Assume the following:
• The discounted present value of the ter­
minal facilities and related obligation at 
January 1, 1970 was $10,000,000.
• The cost of the leased properties is to be 
amortized by the straight-line method with 
an estimate of zero salvage value.
• The effective tax rate is 40%.
c. Assuming again that the discounted present 
value of terminal facilities and related obligation at 
January 1, 1970 was $10,000,000, prepare journal 
entries for Archibald Freight Company to record the:
1. Cash payment to the lessor on January 1, 
1972.
2. Amortization of the cost of the leased 
properties for 1972 using the straight-line 
method and assuming a zero salvage value.
3. Accrual of interest 
31, 1972 using
method.
expense at December
the effective-interest
Selected present value factors are as follows:
Periods
For an Ordinary 
Annuity of $1 at 6% For $1 at 6%
1 .943396 .943396
2 1.833393 .889996
8 6.209794 .627412
9 6.801692 .591898
10 7.360087 .558395
19 11.158117 .330513
20 11.469921 .311805
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Number 5 (Estimated time— 40 to 50 minutes)
In the course of your examination of the financial 
statements of the Zeus Company for the year ended 
December 31, 1971, you have ascertained the following 
concerning its manufacturing operations:
• Zeus has two production departments (fab­
ricating and finishing) and a service department. In 
the fabricating department polyplast is prepared from 
miracle mix and bypro. In the finishing department 
each unit of polyplast is converted into six tetraplexes 
and three uniplexes. The service department provides 
services to both production departments.
• The fabricating and finishing departments use 
process cost accounting systems. Actual production 
costs, including overhead, are allocated monthly.
• Service department expenses are allocated to 
production departments as follows:
Expense
Building maintenance
Timekeeping and person­
nel
Other
Allocation Base 
Space occupied 
Number of employees
½  to fabricating, ½  to 
finishing
• Raw materials inventory and work in process 
are priced on a FIFO basis.
• The following data were taken from the fab­
ricating department’s records for December 1971:
Quantities (units of polyplast):
In process, December 1 ........... 3,000
Started in process during month 25,000
Total units to be accounted for 28,000
Transferred to finishing depart­
ment 19,000
In process, December 31 6,000
Lost in p rocess..........................  3,000
Total units accounted for 28,000
Cost of work in process, December 1:
Materials ..................................  $ 13,000
Labor .........................................  17,500
Overhead ................................... 21,500
$ 52,000
Direct labor costs, December $154,000
Departmental overhead, December $132,000
• Polyplast work in process at the beginning and 
end of the month was partially completed as follows:
Labor and 
Materials Overhead
December 1 ........... 66 2/3%  50%
December 31 ........  100 % 75%
• The following data were taken from raw ma­
terials inventory records for December:
Miracle Mix Bypro
Quantity Amount Quantity Amount
• Service department expenses for December 
(not included in departmental overhead above) were:
Building maintenance $ 45,000
Timekeeping and personnel 27,500
Other ......................................... 39,000
$111,500
• Other information for December 1971 is pre­
sented below:
Square Feet of Number of 
Space Occupied Employees
Fabricating 75,000 180
Finishing........... 37,500 120
112,500 300
Required:
a. Compute the equivalent number of units of 
polyplast, with separate calculations for materials and 
conversion cost (direct labor plus overhead), manufac­
tured during December.
b. Compute the following items to be included in 
the fabricating department’s production report for 
December 1971, with separate calculations for ma­
terials, direct labor and overhead. Prepare supporting 
schedules.
1. Total costs to be accounted for.
2. Unit costs for equivalent units manufac­
tured.
3. Transfers to finishing department during 
December and work in process at Decem­
ber 31. Reconcile to your answer to part 
b. 1.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories and the District of Columbia.)
Examination in Auditing
May 11, 1972; 8:30 a.m . to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
All questions are required: Minimum Maximum
No 1 ............................................. ..............................  25 30
No. 2 ..................................................................... ..............................  25 30
No. 3 ..................................................................... ..............................  25 30
No. 4 ..................................................................... ..............................  25 30
No. 5 ..................................................................... ..............................  25 30
No. 6 ..................................................................... ..............................  25 30
No. 7 ..................................................................... ..............................  25 30
Total for examination ............................ ...........  175 210
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required 
for an answer, write “continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers they 
should be numbered 1 through 12.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
DISREGARD OF THESE INSTRUCTIONS MAY BE 
IN ACCOUNTING WORK.
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
CONSIDERED AS INDICATING INEFFICIENCY
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Number 1 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer for each of the following items 
relating to financial statements and the auditor’s report. 
Use a soft pencil, preferably # 2 , to blacken the ap­
propriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for 
each item. Your grade will be determined from your 
total of correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
96. One of the generally accepted auditing stan­
dards specifies that the auditor
a. Inspect all fixed assets acquired during the year.
b. Base his fees upon cost.
c. Make a proper study and evaluation of the ex­
isting internal control.
d. May not solicit clients.
Answer Sheet
96. a.  b. c . d. 
Items to be Answered
1. An auditor’s opinion exception arising from a 
limitation on the scope of his examination should be 
explained in
a. A footnote to the financial statements.
b. The auditor’s report.
c. Both a footnote to the financial statements and 
the auditor’s report.
d. Both the financial s ta tem en ts (immediately 
after the caption of the item or items which 
could not be verified) and the auditor’s report.
2. An auditor need make no reference in his re­
port to limitations on the scope of his audit if he
a. Finds it impracticable to confirm receivables 
but satisfies himself by other procedures.
b. Does not audit the financial statements of an 
unaudited subsidiary that represents 75% of 
the parent’s total assets.
c. Omits confirmation of receivables at the client’s 
request but satisfies himself by other proce­
dures.
d. Does not observe the opening inventory and is 
unable to satisfy himself by other procedures.
3. Footnotes to financial statements should not be 
used to
a. Describe the nature and effect of a change in 
accounting principles.
b. Identify substantial differences between book 
and tax income.
c. Correct an improper financial statement pre­
sentation.
d. Indicate bases for valuing assets.
4. Assuming that none of the following have been 
disclosed in the financial statements, the most appro­
priate item for footnote disclosure is the
a. Collection of all receivables subsequent to year- 
end.
b. Revision of employees’ pension plan.
c. Retirement of president of company and elec­
tion of new president.
d. Material decrease in the advertising budget for 
the coming year and its anticipated effect upon 
income.
5. An exception in the auditor’s report because of 
the lack of consistent application of generally accepted 
accounting principles most likely would be required in 
the event of
a. A change in the rate of provision for uncollect­
ible accounts based upon collection experience.
b. The original adoption of a pension plan for 
employees.
c. Inclusion of a previously unconsolidated sub­
sidiary in consolidated financial statements.
d. The revision of pension plan actuarial assump­
tions based upon experience.
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6. A CPA is completing his examination of the 
financial statements of the Juneau Service Company 
for the year ended April 30, 1972. During the year 
Juneau’s employees were granted an additional week’s 
vacation, and this had a material effect upon vacation 
pay expense for the year and the accrued liability for 
vacation pay at April 30, 1972. In the opinion of the 
CPA, this occurrence and its effects have been ade­
quately disclosed in a footnote to the financial state­
ments. In his auditor’s report, the CPA normally will
a. Omit any mention of this occurrence and its 
effects.
b. Refer to the footnote in his opinion paragraph 
but express an unqualified opinion.
c. Refer to the footnote and express an opinion 
that is qualified as to consistency.
d. Insist that comparative income statements for 
prior years be restated or express an opinion 
that is qualified as to consistency.
7. While assisting Phoenix Co. in the preparation 
of unaudited financial statements, James Jackson, CPA, 
noted that Phoenix had increased property, plant and 
equipment to reflect a recent property appraisal. In 
this circumstance Mr. Jackson’s reporting responsibility 
is met by
a. Issuing the statements on plain paper without 
reference to the CPA.
b. Advising Phoenix’s management of the devia­
tion from generally accepted accounting prin­
ciples.
c. Describing the deviation from generally ac­
cepted accounting principles in his disclaimer 
of opinion.
d. Stating in his disclaimer of opinion that Phoe­
nix’s financial statements are unaudited.
8. The primary responsibility for the adequacy of 
disclosure in the financial statements and footnotes rests 
with the
a. Partner assigned to the engagement.
b. Auditor in charge of field work.
c. Staffman who drafts the statements and foot­
notes.
d. Client.
9. The use of an adverse opinion generally indi­
cates
a. Uncertainty with respect to an item that is so 
material that the auditor cannot form an opin­
ion on the fairness of presentation of the finan­
cial statements as a whole.
b. Uncertainty with respect to an item that is 
material but not so material that the auditor 
cannot form an opinion on the fairness of the 
financial statements as a whole.
c. A violation of generally accepted accounting 
principles that has a material effect upon the 
fairness of presentation of the financial state­
ments, but is not so material that a qualified 
opinion is unjustified.
d. A violation of generally accepted accounting 
principles that is so material that a qualified 
opinion is not justified.
10. The use of a disclaimer of opinion might indi­
cate that the auditor
a. Is so uncertain with respect to an item that he 
cannot form an opinion on the fairness of pre­
sentation of the financial statements as a whole.
b. Is uncertain with respect to an item that is 
material but not so material that he cannot form 
an opinion on the fairness of presentation of 
the financial statements as a whole.
c. Has observed a violation of generally accepted 
accounting principles that has a material effect 
upon the fairness of presentation of financial 
statements, but is not so material that a quali­
fied report is unjustified.
d. Has observed a violation of generally accepted 
accounting principles that is so material that 
a qualified opinion is not justified.
11. An auditor’s “subject to” report is a type of
a. Disclaimer of opinion.
b. Qualified opinion.
c. Adverse opinion.
d. Standard opinion.
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Items 12 to 18 apply to an examination by Leo 
Gonzales, CPA, of the financial statements of Lectronic 
Leasing Company for the year ended December 31,
1971.
A cash advance to Computer Credit Corporation is 
material to the presentation of Lectronic’s financial 
position. Computer Credit’s unaudited financial state­
ments show negative working capital, negative stock­
holders’ equity and losses in each of the five preceding 
years. Mr. Gonzales has suggested an allowance for 
the uncollectibility of the advance to Computer Credit.
All of the capital stock of both Lectronic and Com­
puter Credit is owned by Paul McRae and his family. 
Mr. McRae adamantly refuses to consider an allowance 
for uncollectibility. He insists that Computer Credit 
eventually will be profitable and be able to repay the 
advance. Mr. McRae proposes the following footnote 
to Lectronic’s statements:
Footnote to Financial Statements
At December 31, 1971 the Company had advanced 
$500,000 to Computer Credit Corporation. We ob­
tained written confirmation of this debt from Computer 
Credit Corporation and reviewed unaudited financial 
statements of Computer Credit Corporation. Computer 
Credit Corporation is not in a position to repay this 
advance at this time, but the Company has informed 
us that it is optimistic as to the future of Computer 
Credit Corporation. Computer Credit Corporation’s 
capital stock is wholly owned by Lectronic Leasing 
Company’s common shareholders.
Several of the following items state assumptions 
about this situation. Unless otherwise stated, each as­
sumption is independent of the others and applies only 
to that particular item.
12. With respect to Lectronic’s advance to Com­
puter Credit, Mr. Gonzales
a. Needs no disclosure in his auditor’s report be­
cause the common ownership of the two com­
panies has been adequately disclosed.
b. Needs no disclosure in his auditor’s report be­
cause the auditor is not expected to be an 
expert appraiser of property values.
c. Should be concerned in formulating his audi­
tor’s opinion primarily with the issue of col­
lectibility from Lectronic’s viewpoint.
d. Should be concerned in formulating his audi­
tor’s opinion primarily with the consolidated 
financial position of the two companies.
13. A deficiency in the given footnote is that it
a. Does not identify the auditor.
b. Is worded as a representation of the auditor.
c. Does not state the auditor’s conclusion or 
opinion.
d. Includes the client’s representation as to col­
lectibility.
14. Assume that Mr. Gonzales concludes, based 
upon appropriate audit procedures, that the advance to 
Computer Credit will not be repaid. His report will 
include
a. A “subject to” qualification or disclaimer of 
opinion.
b. An “except for” qualification or disclaimer of 
opinion.
c. A “subject to” qualification or adverse opinion.
d. An “except for” qualification or adverse opin­
ion.
15. Assume that Mr. Gonzales concludes, based 
upon appropriate audit procedures, that Mr. McRae’s 
optimism concerning Computer Credit can neither be 
substantiated nor disproved and that the matter is so 
uncertain that he cannot form an opinion concerning 
the advance. His report will include
a. A “subject to” qualification or disclaimer of 
opinion.
b. An “except for” qualification or disclaimer of 
opinion.
c. A “subject to” qualification or adverse opinion.
d. An “except for” qualification or adverse opin­
ion.
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16. Assume that Mr. Gonzales introduces the opin­
ion paragraph of his report as follows: “With the 
explanation given in Footnote 1, in our opinion the 
aforementioned financial statements present fairly . . .” 
This is
a. An unqualified opinion.
b. A “subject to” opinion.
c. An “except for” opinion.
d. An improper type of reporting.
17. Assume that Mr. Gonzales introduces the opin­
ion paragraph of his auditor’s report as follows: “Be­
cause of the uncertainty with respect to the collectibility 
of the advance referred to in Footnote 1, we are unable 
to express an opinion . . ." This is
a. A disclaimer.
b. Negative assurance.
c. An adverse opinion.
d. An improper type of reporting.
18. Assume that subsequent to the completion of 
field work (but prior to issuance of Mr. Gonzales’ re­
port) Mr. McRae and his family sell all of their stock 
in Computer Credit and the new owners repay the 
advance from Lectronic. Mr. Gonzales’ opinion as to 
Lectronic’s 1971 financial statements will be
a. Unaffected because the sale of Computer Credit 
stock occurred subsequent to the audit date.
b. Unaffected because the sale of Computer Credit 
stock occurred subsequent to the completion of 
field work.
c. Qualified unless the repayment of the advance 
is recorded by Lectronic as a December 31 
transaction.
d. Unqualified because the issue of collectibility is 
now settled.
Number 2 (Estimated time— 25 to 30 minutes) 
Instructions
Select the best answer for each of the following items 
relating to auditing procedures. Use a soft pencil, pre­
ferably # 2 , to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. 
Mark only one answer for each item. Your grade will 
be determined from your total of correct answers.
Items to be Answered
Items 19 to 27 apply to a CPA’s examination of 
the financial statements of the Mia Sal Corporation for 
the year ended December 31, 1971. An auditing pro­
cedure is described in each item and four potential 
errors or questionable practices are listed as answer 
choices. You are to choose the error or questionable 
practice that has the best chance of being detected by 
the specific auditing procedure given.
19. The CPA observes the count of marketable 
securities on December 31, 1971. He records the serial 
number of each security and checks the serial number 
and number of shares (or principal amount) to com­
pany records.
a. The treasurer misappropriated interest receipts 
by clipping coupons from company-owned 
bonds and redeeming them in his own name.
b. The treasurer borrowed securities on May 15, 
1971 to use as collateral for a personal loan. 
He repaid the loan and replaced the securities 
on December 2, 1971.
c. The treasurer misappropriated and sold securi­
ties on April 4, 1971. He speculated success­
fully with the p roceeds and replaced the 
misappropriated securities on December 29,
1971.
d. The no-par stock of Sure-Shot Mines split 2 for 
1 on November 19, 1971. The stock certificate 
for the additional shares was received directly 
by the treasurer who made no record of the 
receipt and misappropriated the shares.
20. The CPA reviews transactions in the repairs 
and maintenance account for the year and examines 
supporting documents on a test basis.
a. Certain necessary maintenance was not per­
formed during the year because of a shortage 
of workmen.
b. The cost of erecting a roof over the storage 
yard was considered to be maintenance.
c. The annual painting of the Company’s delivery 
trucks was capitalized.
d. Materials issue slips were not prepared for 
some of the maintenance supplies used.
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21. Accompanied by the production manager, the 
CPA tours Mia Sal’s plant.
a. Depreciation expense was recognized in 1971 
for a machine which was fully depreciated.
b. Overhead has been underapplied.
c. Necessary plant maintenance was not per­
formed during the year.
d. Insurance coverage on the plant has been 
allowed to lapse.
22. The CPA reconciles the trial balance total of 
the accounts receivable subsidiary ledger to the general 
ledger control account.
a. A December 21 check from L. T. Lawrence 
was posted in error to the account of L. D. 
Lauritz.
b. The account of Jacob Macomber is uncollect­
ible and should be written off.
c. An invoice sent to Gerald Garfinkle was im­
properly computed. (The sales entry and en­
tries in the accounts receivable subsidiary led­
ger are made from duplicates of this invoice.)
d. One of the opening balances in the accounts 
receivable subsidiary ledger was improperly 
carried forward from the previous accounting 
period.
23. The CPA confirms a representative sample of 
open accounts receivable as of December 31, 1971 and 
investigates respondents’ exceptions and comments.
a. One of the cashiers has been covering a per­
sonal embezzlement by lapping.
b. One of the sales clerks has not been preparing 
charge slips for credit sales to his family and 
friends.
c. The EDP control clerk has been removing all 
sales invoices applicable to his account from 
the data file prior to processing.
d. The credit manager has misappropriated remit­
tances from customers whose accounts have 
been written off.
24. The CPA examines all unrecorded invoices on 
hand as of February 29, 1972, the last day of field 
work.
a. Accounts payable are overstated at December 
31, 1971.
b. Accounts payable are understated at December 
31, 1971.
c. Operating expenses are overstated for the 12 
months ended December 31, 1971.
d. Operating expenses are overstated for the two 
months ended February 29, 1972.
25. The CPA analyzes the accrued interest payable 
account for the year, recomputes the amounts of pay­
ments and beginning and ending balances and reconciles 
to the interest expense account.
a. Interest revenue of $52 on a note receivable 
was credited against miscellaneous expense.
b. A provision of the Company’s loan agreement 
was violated. Common dividends are pro­
hibited if income available for interest and 
dividends is not three times interest require­
ments.
c. Interest paid on an open account was charged 
to the raw material purchases account.
d. A note payable had not been recorded. Interest 
of $150 on the note was properly paid and 
charged to the interest expense account.
26. The CPA reviews the 1971 prepaid insurance 
ledger and balances the total to the general ledger 
account.
a. Mia Sal’s excess liability coverage, which ex­
pired December 31, 1970, was not renewed in
1971.
b. A premium refund for a three-year policy ex­
piring in 1972 was credited to the account and 
not amortized.
c. Mia Sal has not recognized the probable loss 
associated with a damage suit that is only par­
tially covered by insurance.
d. An insurer improperly computed the amount 
of a premium paid by Mia Sal.
27. The CPA compares 1971 revenues and ex­
penses with the prior year and investigates all changes 
exceeding 10%.
a. The cashier began lapping accounts receivable 
in 1971.
b. Because of worsening economic conditions, the 
1971 provision for uncollectible accounts was 
inadequate.
c. Mia Sal changed its capitalization policy for 
small tools in 1971.
d. An increase in property tax rates has not been 
recognized in Mia Sal’s 1971 accrual.
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Items 28 to 36 apply to a CPA’s examination of 
Pyzi Manufacturing’s financial statements for the year 
ended December 31, 1971.
28. The concept of materiality will be least impor­
tant to the CPA in determining the
a. Scope of his audit of specific accounts.
b. Specific transactions which should be reviewed.
c. Effects of audit exceptions upon his opinion.
d. Effects of his direct financial interest in Pyzi 
upon his independence.
29. The CPA reviews Pyzi’s payroll procedures. 
An example of an internal control weakness is to assign 
to a department supervisor the responsibility for
a. Distributing payroll checks to subordinate em­
ployees.
b. Reviewing and approving time reports for sub­
ordinates.
c. Interviewing applicants for subordinate posi­
tions prior to hiring by the personnel depart­
ment.
d. Initiating requests for salary adjustments for 
subordinate employees.
30. In connection with his review of key ratios, the 
CPA notes that Pyzi had accounts receivable equal to 
30 days’ sales at December 31, 1970 and to 45 days’ 
sales at December 31, 1971. Assuming that there had 
been no changes in economic conditions, clientele or 
sales mix, this change most likely would indicate
a. A steady increase in sales in 1971.
b. An easing of credit policies in 1971.
c. A decrease in accounts receivable relative to 
sales in 1971.
d. A steady decrease in sales in 1971.
31. The CPA learns that collections of accounts 
receivable during the first ten days of January were 
entered as debits to cash and credits to accounts re­
ceivable as of December 31. The effect generally 
will be to
a. Leave both working capital and the current 
ratio unchanged at December 31.
b. Overstate both working capital and the current 
ratio at December 31.
c. Overstate working capital with no effect on the 
current ratio at December 31.
d. Overstate the current ratio with no effect on 
working capital at December 31.
32. The CPA tests sales transactions. One step is 
tracing a sample of sales invoices to debits in the ac­
counts receivable subsidiary ledger. Based upon this 
step, he will form an opinion as to whether
a. Each sales invoice represents a bona fide sale.
b. All sales have been recorded.
c. All debit entries in the accounts receivable sub­
sidiary ledger are properly supported by sales 
invoices.
d. Recorded sales invoices have been properly 
posted to customer accounts.
33. In connection with his review of plant addi­
tions, the CPA ordinarily would take exception to the 
capitalization of the cost of the
a. Major reconditioning of a recently acquired 
second-hand lift truck.
b. Machine operator’s wages during a period of 
testing and adjusting new machinery.
c. Room partitions installed at the request of a 
new long-term lessee in Pyzi’s office building.
d. Maintenance of an unused stand-by plant.
34. The CPA’s examination normally would not 
include
a. Determining that d iv idend declarations have 
been in compliance with debt agreements.
b. Tracing the authorization of the dividend from 
the directors’ minutes.
c. Detail checking from the dividend payment list 
to the capital stock records.
d. Reviewing the bank reconciliation for the im­
prest dividend account.
35. Pyzi wishes to conduct its physical inventory 
on a sampling basis. Many items will not be counted. 
The CPA will accept the sampling method only if the 
client’s inventory controls are highly effective and
a. Pyzi is willing to accept a scope qualification 
in the auditor’s report.
b. Pyzi is willing to accept an opinion qualifica­
tion in the auditor’s report.
c. The sampling plan has statistical validity.
d. Over 75% of the dollar value of the inventory 
is counted.
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36. As a part of his examination the CPA obtains 
a letter of representation from Pyzi’s management. A 
major purpose of a letter of representation is to provide
a. A reminder to management of its primary re­
sponsibility for financial statements.
b. Management’s approval for the scope of the 
examination.
c. Authorization to examine all records and com­
pany documents.
d. An introduction to company employees, cus­
tomers, suppliers and other interested parties.
Number 3 (Estimated time— 25 to 30 minutes)
The use of statistical sampling techniques in an ex­
amination of financial statements does not eliminate 
judgmental decisions.
R equired:
a. Identify and explain four areas where judgment 
may be exercised by a CPA in planning a statistical 
sampling test.
b. Assume that a CPA’s sample shows an unaccept­
able error rate. Describe the various actions that he 
may take based upon this finding.
c. A nonstratified sample of 80 accounts payable 
vouchers is to be selected from a population of 3,200. 
The vouchers are numbered consecutively from 1 to 
3,200 and are listed, 40 to a page, in the voucher reg­
ister. Describe four different techniques for selecting a 
random sample of vouchers for review.
Number 4  (Estimated time— 25 to 30 minutes)
In connection with his examination of the financial 
statements of Knutson Products Co., an assembler of 
home appliances, for the year ended May 31, 1972, 
Ray Abel, CPA, is reviewing with Knutson’s controller 
the plans for a physical inventory at the Company ware­
house on May 31, 1972. Note: In answering the two 
parts of this question do not discuss procedures for the 
physical inventory of work in process, inventory pricing 
or other audit steps not directly related to the physical 
inventory taking.
Part a. Finished appliances, unassembled parts and 
supplies are stored in the warehouse, which is attached 
to Knutson’s assembly plant. The plant will operate
during the count. On May 30 the warehouse will de­
liver to the plant the estimated quantities of unassem­
bled parts and supplies required for May 31 production, 
but there may be emergency requisitions on May 31. 
During the count the warehouse will continue to receive 
parts and supplies and to ship finished appliances. 
However, appliances completed on May 31 will be held 
in the plant until after the physical inventory. 
Required:
What procedures should the Company establish to 
insure that the inventory count includes all items that 
should be included and that nothing is counted twice?
Part b. Warehouse employees will join with account­
ing department employees in counting the inventory. 
The inventory-takers will use a tag system.
Required:
What instructions should the Company give to the 
inventory takers?
Number 5 (Estimated time—-2 5  to 30 minutes)
Dale Goodman, CPA, is examining the financial 
statements of the Madison Company for the year ended 
March 31, 1972. At Madison’s request, the confirma­
tion of accounts receivable and observation of the 
physical inventory are omitted from this examination. 
Since he cannot express any opinion as to receivables 
and inventory, Mr. Goodman omits all normal auditing 
procedures related to those accounts. Receivables and 
inventory account for 60% of total assets.
Mr. Goodman decides to express a piecemeal opinion 
and proposes the following report:
To: The Board of Directors 
Madison Company
We have examined the balance sheet of Madi­
son Company as of March 31, 1972 and the related 
statements of income and retained earnings and 
changes in financial position for the year then ended. 
Our examination was made in accordance with gen­
erally accepted auditing standards, and accordingly 
included such tests of the accounting records and 
such other procedures as we considered necessary in 
the circumstances, except that we did not communi-
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With the exception of accounts receivable and 
inventories, our examination indicated that all other 
accounts were maintained, and the aforementioned 
financial statements were prepared, in accordance 
with generally accepted accounting principles applied 
on a basis consistent with that of the preceding year. 
However, because of the materiality of accounts re­
ceivable and inventories, we are unable to express 
an independent accountant’s opinion as to the fair­
ness of presentation of the accompanying financial 
statements taken as a whole.
Dale Goodman, CPA
April 26, 1972 
Required:
a. Without reference to the specific situation de­
scribed above, answer the following questions relating 
to piecemeal opinions in general.
1. How does a piecemeal opinion differ from a 
qualified opinion?
2. Why does the expression of a piecemeal opin­
ion with respect to specific items require a 
more extensive examination of such items 
than would ordinarily be required if the au­
ditor were expressing an opinion on the finan­
cial statements taken as a whole?
3. Why is it important that a piecemeal opinion 
be carefully worded?
b. Discuss whether Mr. Goodman is justified in 
expressing a piecemeal opinion in the specific situation 
where Madison Company has limited the scope of his 
examination.
c. Without prejudice to your answer for part b, 
assume that a piecemeal opinion is justified. List de­
ficiencies in the form and content of Mr. Goodman’s 
proposed report.
Number 6 (Estimated time— 25 to 30 minutes)
George Beemster, CPA, is examining the financial 
statements of the Louisville Sales Corporation, which 
recently installed an off-line electronic computer. The 
following comments have been extracted from Mr.
• To minimize inconvenience Louisville converted 
without change its existing data processing system, 
which utilized tabulating equipment. The computer 
company supervised the conversion and has provided 
training to all computer department employees (except 
key punch operators) in systems design, operations and 
programming.
• Each computer run is assigned to a specific em­
ployee, who is responsible for making program changes, 
running the program and answering questions. This 
procedure has the advantage of eliminating the need 
for records of computer operations because each em­
ployee is responsible for his own computer runs.
• At least one computer department employee re­
mains in the computer room during office hours, and 
only computer department employees have keys to the 
computer room.
• System documentation consists of those materials 
furnished by the computer company— a set of record 
formats and program listings. These and the tape 
library are kept in a corner of the computer department.
• The Company considered the desirability of pro­
grammed controls but decided to retain the manual 
controls from its existing system.
• Company products are shipped directly from 
public warehouses which forward shipping notices to 
general accounting. There a billing clerk enters the 
price of the item and accounts for the numerical se­
quence of shipping notices from each warehouse. The 
billing clerk also prepares daily adding machine tapes 
(“control tapes” ) of the units shipped and the unit 
prices.
• Shipping notices and control tapes are forwarded 
to the computer department for key punching and proc­
essing. Extensions are made on the computer. Output 
consists of invoices (in six copies) and a daily sales 
register. The daily sales register shows the aggregate 
totals of units shipped and unit prices which the com­
puter operator compares to the control tapes.
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• AH copies of the invoice are returned to the bill­
ing clerk. The clerk mails three copies to the customer, 
forwards one copy to the warehouse, maintains one 
copy in a numerical file and retains one copy in an 
open invoice file that serves as a detail accounts re­
ceivable record.
Required:
Describe weaknesses in internal control over infor­
mation and data flows and the procedures for processing 
shipping notices and customer invoices and recommend 
improvements in these controls and processing pro­
cedures. Organize your answer sheets as follows:
Weakness
Recommended
Improvement
Number 7 (Estimated time— 25 to 30 minutes)
The following cases relate to the CPA’s management 
of his accounting practice.
Case 1
Tom Jencks, CPA, conducts a public accounting 
practice. In 1970 Mr. Jencks and Harold Swann, a 
non-CPA, organized Electro-Data Corporation to spe­
cialize in computerized bookkeeping services. Mr. 
Jencks and Mr. Swann each supplied 50% of Electro- 
Data’s capital, and each holds 50% of the capital stock. 
Mr. Swann is the salaried general manager of Electro- 
Data. Mr. Jencks is affiliated with the Corporation only 
as a stockholder; he receives no salary and does not 
participate in day-to-day management. However, he 
has transferred all of his bookkeeping accounts to the 
Corporation and recommends its services whenever 
possible.
Required:
Organizing your presentation around Mr. Jencks’ in­
volvement with Electro-Data Corporation, discuss the 
propriety of:
a. A CPA’s participation in an enterprise offering 
computerized bookkeeping services.
b. The use of advertising by an enterprise in which 
a CPA holds an interest.
c. A CPA’s transfer of bookkeeping accounts to a 
service company.
d. A CPA’s recommendation of a particular book­
keeping service company.
Case 2
Judd Hanlon, CPA, was engaged to prepare the fed­
eral income tax return for the Guild Corporation for 
the year ended December 31, 1971. This is Mr. Han­
lon’s first engagement of any kind for the Guild Cor­
poration.
In preparing the 1971 return, Mr. Hanlon finds an 
error on the 1970 return. The 1970 depreciation de­
duction was overstated significantly—accumulated de­
preciation brought forward from 1969 to 1970 was 
understated, and thus the 1970 base for declining bal­
ance depreciation was overstated.
Mr. Hanlon reported the error to Guild’s controller, 
the officer responsible for tax returns. The controller 
stated: “Let the revenue agent find the error.” He 
further instructed Mr. Hanlon to carry forward the 
material overstatement of the depreciable base to the 
1971 depreciation computation. The controller noted 
that this error also had been made in the financial 
records for 1970 and 1971 and offered to furnish Mr. 
Hanlon with a letter assuming full responsibility for 
this treatment.
Required:
a. Evaluate Mr. Hanlon’s handling of this situation.
b. Discuss the additional action that Mr. Hanlon 
should now undertake.
Case 3
Fred Browning, CPA, has examined the financial 
statements of the Grimm Company for several years. 
Grimm’s president now has asked Mr. Browning to 
install an inventory control system for the Company.
Required:
Discuss the factors that Mr. Browning should con­
sider in determining whether to accept this engagement.
37
U niform  C ertified  P u blic  A ccountan t E xam ination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories and the District of Columbia.)
Examination in Business Law
(Commercial Law)
May 12, 1972; 8:30 a.m . to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ......................................................................................................
No. 2 ......................................................................................................
No. 3 ......................................................................................................
No. 4 ......................................................................................................
No. 5 ......................................................................................................
No. 6 ......................................................................................................
No. 7 ......................................................................................................
No. 8 ...................................................................................................
Total for examination ......................................... ...................
Estimated Minutes
Minimum Maximum
20 25
20 25
20 25
25 30
20 25
20 25
20 25
25 30
170 210
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers they should 
be numbered from 1 through 12.
The printed answer sheet provided for objective-type 
items should be considered to be Page 1.
DISREGARD OF THESE INSTRUCTIONS MAY 
IN ACCOUNTING WORK.
BE
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
CONSIDERED AS INDICATING INEFFICIENCY
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Num ber 1 (Estimated time——20 to 25 minutes)
Instructions
Each of the lettered statements of facts below is 
followed by numbered sentences that state legal con­
clusions relating to those facts. You are to determine 
whether each legal conclusion is true or false accord­
ing to the Uniform  Commercial Code and the gen­
eral principles of agency law. Use a soft pencil, 
preferably # 2 ,  to blacken the appropriate space on 
the separate printed answer sheet to indicate your 
answer. Your grade will be determined from your 
total of correct answers less a penalty of approxi­
mately one half for each of your incorrect answers; 
an omitted answer will not be considered an incorrect 
answer.
The following is an example of the manner in 
which the answer sheet should be marked:
Item
X. Lucky Fastener Corporation sent the following 
letter:
January 1, 1972 
Foster Box Company
We hereby offer you 100 type # 1 4  Lucky 
Fasteners at $4 per fastener. This offer will 
be irrevocable for 10 days.
/ s /  Donald Voltz 
Sales Manager
101. This offer is firm and irrevocable without consid­
eration for the period stated.
102. If the offer stated it was irrevocable but did not 
state the period of time, it would be revocable 
from inception.
103. If the offer were for the sale of land, it would be 
revocable.
104. If the offer had been made by phone, it would 
be revocable at any time.
105. Acceptance must be made within the time stated 
and only by mail.
Answer Sheet
101. T  _ _  F
102. T  ::::::::::::::::::: F
103. T -  F
104. T   F
105. T F
Items to be Answered
A. Fowler, an adult, knew that Youngblood, 19 
years old, was very knowledgeable about automobiles. 
Fowler orally authorized Youngblood to buy him a 
second-hand automobile from Best Auto Deals, Inc. 
for a price not to exceed $400.
1. The appointment of Youngblood as agent is 
void because it was not in writing.
2. The appointment of Youngblood as agent is 
void because of his infancy.
3. Fowler and Youngblood may each disaffirm 
the agency relationship because of Young­
blood’s infancy.
4. Fowler may not disaffirm any contract made 
with Best by Youngblood on his behalf by as­
serting Youngblood’s infancy.
5. Best may disaffirm the contract made with 
Fowler, through Youngblood, by asserting 
Youngblood’s infancy.
B. Riche, a well-known millionaire, hired Ball to 
buy an autograph of President George Washington 
from Carey, an autograph dealer. Riche instructed Ball 
to purchase the autograph in Ball’s name from Carey 
at a price not to exceed $5,000. Ball entered into such 
a contract for $4,500 in his own name. Before the 
contract was performed Carey discovered Riche’s iden­
tity and refused to perform hoping to obtain a higher 
price from Riche.
6. Riche may enforce the contract made by Ball 
and Carey even though his name does not 
appear in the contract.
7. Carey may disaffirm the contract with Ball pro­
vided he does so immediately after discovering 
Riche’s identity.
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8. After Riche’s identity becomes known to Carey, 
Ball’s liability on the contract terminates.
9. Ball’s apparent authority usually will be greater 
if he acts for an undisclosed principal rather 
than a disclosed principal.
10. Although Riche is an undisclosed principal, he 
will be liable for any torts committed by Ball 
within the scope of his employment.
C. Phineas, the owner of The Greatest Circus 
hired Drake as his general manager. Drake, without 
Phineas’ authorization, made certain fraudulent mis­
representations to induce the Magnificent Tumblers to 
enter into a contract with Phineas.
11. Phineas may disaffirm the contract.
12. Phineas will be liable for fraud if Drake was 
acting within the scope of his authority.
13. If Drake is liable to the Magnificent Tumblers 
for fraud, he is entitled to indemnification from 
Phineas even though he knew he was com­
mitting fraud if he acted within the scope of 
his employment.
14. If Phineas pays any damages to the Magnificent 
Tumblers for Drake’s fraud, he may recover 
such damages from Drake in a separate action.
15. The Magnificent Tumblers may rescind the 
contract with Phineas.
D. Ego, a famous movie producer, employed Glibb 
as his agent under a written two-year agreement to sign 
contracts in Ego’s name with actors and actresses for a 
new movie. Ego died suddenly one year later. Neither 
Glibb nor third parties who dealt with him have knowl­
edge of Ego’s death.
16. Ego’s estate is liable on contracts made by Glibb 
before Ego’s death.
17. Glibb will be personally liable for contracts 
made by him after Ego’s death.
18. Glibb’s authority to act as Ego’s agent con­
tinues until he receives actual or constructive 
notice of Ego’s death.
19. In all cases the death of a principal will ter­
minate an agency relationship.
20. Ego’s estate will be liable to Glibb for the re­
maining year of the employment contract.
E. Stanton hired Pinter to collect payments due on 
installment sales by making door-to-door collections. 
Stanton discharged Pinter when he discovered that 
Pinter was selling competing lines of merchandise to 
Stanton’s customers. After the dismissal, Pinter (1) 
collected $150 from Dalton, a customer from whom 
Pinter had made collections in the past and who did 
not have notice of Pinter’s dismissal and (2) assaulted 
Gavin, another customer, from whom he tried unsuc­
cessfully to make a collection and who also did not 
have notice of Pinter’s dismissal.
21. Stanton’s rights against Pinter are limited to dis­
charging Pinter and recovering the $150 that 
Pinter collected from Dalton.
22. Dalton’s payment to Pinter discharges Dalton’s 
$150 indebtedness to Stanton.
23. Gavin may recover against Stanton for Pinter’s 
assault.
24. Pinter had apparent authority to collect from 
Dalton after his dismissal.
25. If Pinter were an independent contractor, he 
would still be an agent of Stanton.
F. Opel, a poultry dealer, represented himself as 
Farmer Jones’ agent and agreed to sell all of Jones’ 
old hens to Bennett. Jones, who was present during 
this conversation, remained silent although he had not 
authorized Opel to act as his agent. Later Jones re­
fused to perform and Bennett sued Jones.
26. Opel had actual authority to sell the hens.
27. Opel had apparent authority to sell the hens.
28. The stated facts create an agency by estoppel.
29. Agency by estoppel is imposed by law rather 
than created by the mutual consent of the 
parties.
30. Jones can ratify the contract within a reason­
able time and enforce it against Bennett if he 
chooses to do so.
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Number 2 (Estimated time— 20 to 25 minutes)
Instructions
Each of the lettered statements of facts below is fol­
lowed by numbered sentences that state legal conclu­
sions relating to those facts. You are to determine 
whether each legal conclusion is true or false according 
to Article 9 of the Uniform Commercial Code (Se­
cured Transactions). Use a soft pencil, preferably 
# 2 , to blacken the appropriate space on the separate 
printed answer sheet to indicate your answer. Your 
grade will be determined from your total of correct 
answers less a penalty of approximately one half for 
each of your incorrect answers; an omitted answer will 
not be considered an incorrect answer.
Items to be Answered
A. Sullivan leased a commercial printing press to 
Hanes under a written agreement providing for 60 
monthly payments of $250. The agreement further pro­
vided that after the last lease payment is made, title 
to the press will vest in Hanes without a further bill of 
sale.
31. The arrangement between Sullivan and Hanes 
is a secured transaction under the Uniform 
Commercial Code.
32. If the arrangement between the parties is a 
secured transaction, then the lease agreement 
must be signed by both parties to be effective 
as a security agreement.
33. The lease agreement may be filed as a financing 
statement if it complies with the requirements 
set forth for a financing statement in Article 9 
of the Uniform Commercial Code.
34. If a financing statement is filed, it must be 
signed by the secured party and the debtor.
35. A financing statement must state a maturity 
date to be valid.
B. Fast Loans, Inc., a small loan company, loaned 
$600 to Morton to purchase a television set for his 
home. The security agreement between the parties pro­
vided that pending repayment of the loan the Company 
is to have a security interest in the television set as 
well as in all other consumer goods thereafter owned 
by Morton. Three months later Morton bought a re­
frigerator for cash for his home. Thereafter Morton 
defaulted on the loan and the Company seeks to seize 
the refrigerator which it claims is subject to its security 
agreement.
36. The Company has no security interest in the 
refrigerator.
37. If Morton acquired the refrigerator thirty days 
after the Company made the loan, the Com­
pany’s security interest would attach to the 
refrigerator.
38. The clause in the security agreement which 
provides for a security interest in the refrigera­
tor is called an after-acquired property clause.
39. The Company has a purchase-money security 
interest in the television set.
40. A financing statement must be filed by the 
Company to perfect its security interest in the 
television set.
C. Fillmore borrowed $25,000 from City Bank 
under a written security agreement which provided that 
the bank was to have, as security for the loan, “a se­
curity interest in all of the tangible assets of the debtor.” 
A creditor of Fillmore later contended that the security 
agreement was void and ineffective because of the 
description of the collateral.
41. The creditor was not correct in contending that 
the security agreement was void and ineffective.
42. A security agreement may be signed by the 
parties one month before the loan is made.
43. The description of the collateral in this security 
agreement would include Fillmore’s accounts 
receivable.
44. The description “accounts receivable” in a se­
curity agreement would not be legally suf­
ficient.
45. A copy of a financing statement filed in a pub­
lic office may be obtained by anyone upon 
payment of the statutory fee.
D. Grant, a radio dealer, borrowed $15,000 from 
Newton Bank and entered into a written agreement 
which gave the bank a security interest in all of the 
radios that Grant had in inventory plus any that were 
acquired later. On the date of the loan the bank filed
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a proper financing statement. Subsequently Grant 
borrowed $2,000 from State Bank to purchase 100 
new radios. State Bank immediately filed a proper 
financing statement covering its security interest in the 
new radios before allowing Grant to take possession of 
them. When Grant defaulted on both loans, State 
Bank attempted to seize the 100 new radios but New­
ton Bank claimed that its security interest prevailed 
because State Bank had not notified Newton Bank of 
its security interest before allowing Grant to take pos­
session.
46. Newton Bank was correct in claiming that its 
security interest prevailed.
47. State Bank has a purchase-money security in­
terest in inventory collateral.
48. A purchase-money security interest in inven­
tory collateral will automatically have priority 
over a conflicting security interest in the same 
collateral.
49. If the purchase-money security interest is per­
fected at the time the debtor receives possession 
of the collateral or within ten days thereafter, 
a purchase-money security interest in collateral 
other than inventory has priority over a con­
flicting security interest in the same collateral.
50. The Uniform Commercial Code defines when 
a default occurs.
E. Alexander manufactures and sells television 
sets. To secure a $100,000 loan Alexander gave Jack- 
son Finance Company a security interest in all of his 
equipment and inventory including all television sets 
and raw materials on his premises. Alexander de­
faulted in the repayment of the loan at a time when 
he had very few manufactured television sets but a 
considerable amount of raw material including cabi­
nets, tubes and wiring. To reduce Alexander’s in­
debtedness Jackson Finance Company, using good 
business judgment, decided (1) to have the raw mate­
rials made up into television sets and sell them and 
(2) to lease the repossessed equipment.
51. Jackson Finance Company has no legal right 
to complete the manufacturing of the television 
sets.
52. Jackson Finance Company may lease the re­
possessed equipment if doing so is commer­
cially reasonable.
53. Disposition of the collateral may be by public 
or private proceedings.
54. If the disposition is commercially reasonable, 
the collateral may be disposed of as a unit or 
in parcels and at any time and place and on 
any terms.
55. Jackson Finance Company may buy the col­
lateral at any public or private sale.
F. Briarcliff Bank made a $3,000,000 loan to Holly 
Building Corporation and took a real estate mortgage 
on Holly Corporation’s 21-story office building. One 
year later Holly Corporation borrowed $200,000 from 
Central Bank to help it finance the purchase and instal­
lation of speed elevators and machinery in the building. 
Holly Corporation gave Central Bank a chattel mort­
gage on the elevators and accessory machinery after 
they were installed and Central Bank immediately filed 
a financing statement. When Holly Corporation failed 
to pay Central Bank on its loan, that bank sought a 
court order to remove the elevators pursuant to the 
terms of its chattel mortgage. Briarcliff Bank resisted 
this order contending that its (Briarcliff Bank’s) con­
sent to the Central Bank’s security interest had not 
been obtained at the time of installation of the eleva­
tors and also that Briarcliff Bank had not disclaimed 
its interest in the installed elevators.
56. The Briarcliff Bank was not correct in its con­
tentions.
57. The elevators and accessory machinery are clas­
sified as goods under the Uniform Commercial 
Code.
58. If Central Bank’s security interest in the eleva­
tors and accessory machinery attached before 
they became fixtures, Central Bank would have 
priority over Briarcliff Bank’s interest in the 
real estate.
59. Any person may request the filing officer to is­
sue his certificate showing whether there is on 
file any presently effective financing statement 
naming Central Bank as secured party and 
Holly Building Corporation as debtor.
60. Under the Uniform Commercial Code, Central 
Bank must comply with the request of any per­
son for a verification of Holly Corporation’s 
indebtedness to Central Bank.
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Number 3 (Estimated time— 20 to 25 minutes) 
Instructions
Each of the lettered statements of facts below is fol­
lowed by numbered sentences that state legal conclu­
sions relating to those facts. You are to determine 
whether each legal conclusion is true or false according 
to suretyship and bankruptcy law. Use a soft pencil, 
preferably # 2 , to blacken the appropriate space on 
the separate printed answer sheet to indicate your an­
swer. Your grade will be determined from your total 
of correct answers less a penalty of approximately one 
half for each of your incorrect answers; an omitted 
answer will not be considered an incorrect answer.
Items to be Answered
A. Clifford sued Hatfield as surety for Buckley on a 
$200,000 contract. Hatfield advised Care, his ac­
countant, that no notice had been given or demand 
made upon him, Hatfield, prior to the commencement 
of the action.
61. Hatfield was legally entitled to notice of Buck­
ley’s default before commencement of the 
action.
62. Clifford was not legally required to demand pay­
ment from Hatfield before commencement of 
the action.
63. Clifford can recover in a suit against Hatfield 
without first proceeding against Buckley.
64. Hatfield’s liability is secondary.
65. In the absence of special statute an oral surety 
contract is valid and enforceable.
B. Agor, a clock dealer, placed an order for 100 
grandfather clocks costing $20,000 with Chimes, Inc. 
The latter requested a surety to protect itself from loss. 
Hayes and Tilden signed the contract as sureties with­
out receiving any consideration.
66. The suretyship relation arises by operation of 
law.
67. Hayes and Tilden are not liable as sureties since 
they received no consideration.
68. If Hayes and Tilden are liable, each is liable to 
the creditor for the full amount of the debt.
69. If a cosurety pays the full amount of the debt, 
he has a right to contribution from his co­
surety.
70. A suretyship relation may be created by the 
parties after the principal’s obligation arises.
C. Hoover contracted with the Mills Corporation 
to construct a movie theater according to stated plans 
and specifications. A performance bond was obtained 
from the Troy Insurance Company to protect Hoover 
from loss in the event of breach of contract by the 
Mills Corporation. The bond specified that no modi­
fications would be made to the plans and specifications 
without the consent of Troy.
71. Troy is not a surety.
72. If a material modification was made in the 
plans and specifications without Troy’s consent, 
Troy would be discharged.
73. Troy can avoid liability to Hoover if it can 
prove that its performance bond was obtained 
through the fraud of Mills.
74. Troy can avoid liability to Hoover if Mills ob­
tains a discharge in bankruptcy.
.75. If Troy holds collateral pledged to it by Mills, 
Hoover has the right to have the collateral used 
to satisfy the principal debt after default.
D. An accountant is often confronted with prob­
lems relating to bankruptcy proceedings. The following 
items relate to pertinent points of law with which he 
should be familiar.
76. Insolvency in the bankruptcy sense is a finan­
cial status in which the aggregate fair value of 
the assets of an entity is not sufficient to pay out­
standing liabilities.
77. A preference in bankruptcy prefers one creditor 
over the others.
78. A preference in bankruptcy will not result from 
the present transfer of property as security for a 
prior debt.
79. Acts of Bankruptcy include concealing, muti­
lating or falsifying books of account in con­
templation of bankruptcy.
80. An involuntary petition in bankruptcy must 
state that one or more acts of bankruptcy were 
committed within the three months preceding 
the date of filing.
81. The, Federal Bankruptcy Act specifically grants 
the Federal District Courts exclusive original 
jurisdiction over bankruptcy proceedings.
82. The filing of a voluntary petition in bankruptcy 
does not automatically operate as an adjudica­
tion or determination that the petitioner is 
bankrupt.
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83. An involuntary petition in bankruptcy may be 
filed only if the debtor has committed an act of 
bankruptcy.
84. An involuntary petition in bankruptcy must 
be filed by at least three creditors if the debtor 
has 12 or more creditors.
85. The federal Bankruptcy Act considers a part­
nership as an entity separate from the partners.
86. Federal, state and local taxes are discharged 
by bankruptcy.
87. Insolvency in the bankruptcy sense is the same 
as insolvency in the equity sense.
88. A trustee in a bankruptcy proceeding is usually 
elected by the creditors.
89. A priority in a bankruptcy proceeding is given 
for administration costs including accountants’ 
and attorneys’ fees.
90. A referee in a bankruptcy proceeding is 
elected by a majority of the creditors having 
provable claims.
Number 4 (Estimated time— 25 to 30 minutes)
Part a. Frank Thornton, a professional golfer, was 
employed as a coach by Lakeside Golf Association, Inc., 
a membership corporation which owned and operated 
a country club and golf course. By proper vote Thorn­
ton was authorized to buy golf clubs costing $5,000 
on the Association’s credit and to issue a note in the 
Association’s name. Thornton contracted to buy the 
clubs from Professional Golf Shop for $5,000. Upon 
delivery of the clubs Thornton wrote out, signed and 
delivered the following note:
January 15, 1972 
Three months after date we promise to pay to 
the order of Professional Golf Shop the sum 
of five thousand dollars. Value received.
Lakeside Golf Association, Inc. 
/ s /  Frank Thornton
The note was duly negotiated by Professional Golf 
Shop to Leonard who is a holder in due course. The 
note is now due and has been presented by Leonard 
for payment to Lakeside Golf Association, Inc. and to 
Frank Thornton.
Required:
1. Is Thornton personally liable on the note? State 
“yes” or “no” and discuss.
2. Is Lakeside Golf Association, Inc. liable on 
the note? State “yes” or “no” and discuss.
Part b. On July 9, 1971 Donnell, hard pressed for 
cash, borrowed $2,000 from Munro in exchange for 
his promissory note for $2,000 plus 12% interest pay­
able on January 9, 1972 to the order of Munro. The 
statutory legal rate of interest for this transaction was 
8%. In August 1971 Munro indorsed the note in blank 
and sold and delivered it to Gaylord for $2,000 cash. 
On January 3, 1972 Gaylord sold and delivered the 
note without indorsement to Tucker for $2,100 cash. 
Tucker failed to present the note for payment on Jan­
uary 9, 1972, and on March 1, 1972 he indorsed the 
note in blank “without recourse” and sold and delivered 
it to Dunfee for $1,950 cash. Neither Gaylord, 
Tucker nor Dunfee had any knowledge of the trans­
action in which the note originated.
R equired:
1. Was Tucker a holder in due course? State “yes” 
or “no” and discuss.
2. Is Dunfee entitled to the rights of a holder in due 
course? State “yes” or “no” and discuss.
3. Is Donnell liable to Dunfee? State “yes” or “no” 
and discuss.
4. Is Gaylord liable to Dunfee? State “yes” or “no” 
and discuss.
5. Is Tucker liable to Dunfee? State “yes” or “no” 
and discuss.
Part c. Robert Little mailed his $180 check drawn 
upon the Last National Bank to Wilfred, his creditor. 
An employee of Wilfred stole the check from Wilfred’s 
office, indorsed Wilfred’s name on it and delivered it 
to Sam’s Grocery Store for $30 in groceries and $150 
in cash. Sam indorsed the check “for deposit” and 
deposited it in his account with Valley National Bank 
which collected it from Last National Bank and credited 
the $180 to Sam’s account. Last National Bank 
charged Little’s account.
Required:
Assume that yesterday Wilfred complained to Little 
that he had not received the check and that Wilfred 
and Little then discovered what had happened to it. 
Discuss separately the rights and liabilities of each of 
the following with respect to the check:
1. Little.
2. Last National Bank.
3. Valley National Bank.
4. Sam.
5. Wilfred.
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Number 5 (Estimated time— 20 to 25 minutes)
Part a. On April 1, 1971 Howard, a dealer in mining 
stocks, sold Hayley 10,000 shares of Alaska Uranium 
Ltd. at $1 per share knowingly misrepresenting that 
the Corporation had proven uranium deposits in its 
Alaska tract. Hayley paid for the stock on April 1, 
1971 and on April 15, 1971, on the advice of friends, 
he had the Corporation investigated and found that it 
never had any prospects of uranium but that it had 
just discovered a copper vein on the tract and was 
putting it into production. On February 1, 1972 Hay­
ley received a check from the Corporation for its one 
cent per share dividend and deposited it. One month 
later Hayley regretted his purchase and commenced 
legal action against Howard and Alaska Uranium Ltd. 
Required:
What legal problems are suggested by these facts? 
Discuss.
Part b. General Drug Corporation was interested in 
the promotion in the state legislature of a certain 
bill designed to prohibit misrepresentations describing 
brand name drugs as superior to those described gen­
erically where the chemical composition and quality 
are identical. It agreed to pay Jennings Duval, an at­
torney, $7,500 for his services in drawing the proposed 
legislation, procuring its introduction in the legislature 
and making an argument for its passage before the 
legislative committee to which it would be referred. 
Duval rendered these services and submitted his bill 
for payment which was unpaid at the end of the 
accounting period.
Required:
1. What legal problems are suggested by these 
facts? Discuss.
2. How should this transaction be reflected in the 
financial statements of General Drug Corporation?
Part c. On July 9, 1971 Benjamin Wade, president 
of American Philatelic Corporation, with the approval 
of the board of directors, engaged Nikal, a certified 
public accountant, to conduct a special interim review 
of the Corporation’s financial statements for the nine 
months ended September 30, 1971 and to render his 
report on November 30, 1971 for inclusion in the
prospectus to be issued in conjunction with an issuance 
of common stock. No definite sum for the engage­
ment was agreed upon. Nikal proceeded at reasonable 
speed, but on November 10 he complained to Wade 
that the Corporation’s staff was so inefficient and 
uncooperative that it might be impossible to meet the 
deadline. Wade said “Don’t worry. I’ll fix that.” 
Nikal went on with his work, but the staff of the Cor­
poration showed no improvement. Despite Nikal’s 
reasonable efforts, the report was not ready until De­
cember 12. Wade, acting on behalf of the Corpora­
tion, refused to accept the report or pay for the 
accounting services since delivery of the report by 
November 30 was a condition of the contract and now 
it did not serve its intended purpose.
Required:
1. What legal problems are suggested by these 
facts? Discuss.
2. How should this transaction be reflected in the 
financial statements of American Philatelic Corpora­
tion at December 31, 1971?
Part d. Cobb and Claire, an accounting firm oper­
ating nationally over a long period of years with branch 
offices in all major cities and coverage of all major 
industrial areas in the United States, acquired the 
entire practice and goodwill of Wingfield and Lavender, 
another accounting firm operating nationally and with 
branch offices in all major cities. The price was to 
be paid in ten annual installments. The agreement 
provided that the five major partners of Wingfield and 
Lavender, both individually and as members of the 
accounting firm, were not to engage in practice any­
where in the United States for three years.
Required:
What legal problems are suggested by these facts? 
Discuss.
Number 6 (Estimated time— 20 to 25 minutes)
Taylor, Polk and Buchanan are partners doing busi­
ness as Famous Autographs. Their partnership agree­
ment provides that they are to continue their partnership 
for ten years, that all partners are to be active in the
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management and that Taylor is to act as sales manager 
while Polk and Buchanan are to purchase autographs 
for the Firm. Taylor and Polk each contributed 
$20,000 to the Firm and Buchanan contributed 
$10,000. The partnership agreement is silent as to 
how profits and losses are to be shared. During the 
first year the partnership had income of $15,000. Dur­
ing the next three years the Firm incurred losses of 
$8,000, $12,000 and $15,000 respectively, and condi­
tions in the industry were such that the Firm could 
not continue except at a loss. Taylor, a well-to-do 
businessman, asked the other partners to dissolve the 
Firm at the end of the fourth year but Polk and 
Buchanan, although personally insolvent, were opti­
mistic about the future and refused to do so.
Required:
a. How should the first year’s income be divided? 
Discuss.
b. Does Taylor have a right to have the partnership 
dissolved at the end of the fourth year? If so, how 
must he proceed? Discuss.
c. What is the Firm’s liability, if any, on a contract 
that was made by Taylor in violation of the partner­
ship agreement for the purchase of an autograph from 
Skinner? Discuss,
d. Discuss the legal effect on the partnership of 
Polk’s assignment of his interest in the partnership to 
Barron.
e. Assume the Firm failed at the end of the fourth 
year. For what portion of the Firm’s debts, that re­
mained after the Firm’s assets were applied to Firm 
debts, would Taylor be personally liable to Firm 
creditors? Discuss.
f. Would your answer to part e above be the 
same under all of the facts stated in the problem 
except that a certificate of limited partnership had been 
duly filed and published designating Polk and Buchanan 
as general partners and Taylor as a limited partner? 
State “yes” or “no” and discuss.
Number 7 (Estimated time— 20 to 25 minutes)
Part a. In the course of an examination of the finan­
cial statements of the Lilliputian Shop, a retailer, it
was learned that a lawsuit was being brought against 
the Company by Jack and Jill Creations, Inc. Further 
investigation disclosed the following:
Jack and Jill Creations, Inc., a children’s clothing 
manufacturer, entered into a written contract that was 
complete in all its terms for the sale of 1,000 boy and 
girl sailor suits to the Lilliputian Shop at $10 each. 
Five days later they orally agreed that the written agree­
ment be changed to double the quantity to 2,000 suits 
and to reduce the price to $9 each. When the time for 
delivery came, Jack and Jill had been unable to manu­
facture the extra 1,000 suits and offered to deliver 
1,000 suits at $10 each. Lilliputian refused to accept 
delivery.
Required:
What legal problems are suggested by these facts? 
Discuss.
Part b. In the course of an examination of the finan­
cial statements of Harrison and Company you find that 
a claim has been made against the Company by Roth 
Corporation. Your examination of the purchase order 
file reveals copies of the following letters and telegrams.
Roth in New York and Harrison in California are 
dealers in equipment used in garment factories. On 
October 1 Harrison sent and Roth received the fol­
lowing telegram:
Enter my order for 10 Model 104 sewing machines 
at $110; two weeks delivery; 30 days net cash.
/ s /  Harrison
On the same day, without replying, Roth shipped 
Harrison the ten machines which arrived at Harrison’s 
place of business on October 13. But on October 3, 
Harrison had changed his mind and telegraphed Roth 
“Cancel my order of October 1. / s /  Harrison.”
When Roth received Harrison’s telegram, he imme­
diately wrote Harrison a letter explaining that the 
goods had been shipped. Harrison refused to accept 
the machines claiming he had no contract with Roth.
R equired:
1. What legal problems are suggested by these 
facts? Discuss.
2. How should this transaction be reflected in the 
financial statements of Harrison? Discuss.
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Number 8 (Estimated time——25 to 30 minutes)
Part a. Ultrasound, Inc., a closely held sound sys­
tems manufacturer, decided to offer its stock to the 
general public, and entered into an underwriting con­
tract in which the investment banking firm of Fair- 
weather, Reed and Wilson agreed to market the shares.
Fairweather later repudiated the contract when it 
discovered Ultrasound’s “true” financial picture. Fair- 
weather claimed that it had been induced to sign the 
contract by a misrepresentation as to the Corporation’s 
income for the current period.
The facts disclosed that Fairweather had been given 
unaudited, condensed income statements prepared by 
Ultrasound’s internal accountants showing income of 
$6 million for the first 9 months and $11 million for 
the entire year ending December 31, 1971. Thus Fair- 
weather was led to believe that the remarkable increase 
in the last quarter’s income was due to the enthusiastic 
consumer acceptance of Ultrasound’s new line of sound 
systems.
More complete information that became available 
later revealed that Ultrasound’s fourth quarter income 
had been only $800,000 and that the $4.2 million dif­
ference was due to a write-up of the finished goods 
inventory to selling price that had not been disclosed 
in the condensed statements. Upon discovering this, 
Fairweather promptly repudiated the underwriting 
agreement.
Required:
What legal problems are suggested by these facts? 
Explain.
Part b. Charles Worthington, the founding  and 
senior partner of a successful and respected CPA firm, 
was a highly competent practitioner who always em­
phasized high professional standards. One of the 
policies of the Firm was that all reports by members 
or staff be submitted to Worthington for review.
Recently, Arthur Craft, a junior partner in the 
Firm, received a phone call from Herbert Flack, a 
close personal friend. Flack informed Craft that he, 
his family and some friends were planning to create 
a corporation to engage in various land development 
ventures; that various members of the family are pres­
ently in a partnership (Flack Ventures) which holds 
some land and other assets; and that the partnership 
would contribute all of its assets to the new corpora­
tion, and the corporation would assume the liabilities 
of the partnership.
Flack asked Craft to prepare a balance sheet of the 
partnership that he could show to members of his 
family, who were in the partnership, and friends to 
determine whether they might have an interest in join­
ing in the formation and financing of the new corpora­
tion. Flack said he had the partnership general ledger 
in front of him and proceeded to read to Craft the 
names of the accounts and their balances at the end 
of the latest month. Craft took the notes he made 
during the telephone conversation with Flack, classi­
fied and organized the data into a conventional balance 
sheet and had his secretary type the balance sheet and 
an accompanying letter on Firm stationery. He did not 
consult Worthington on this matter or submit his work 
to him for review.
The transmittal letter stated: “We have reviewed 
the books and records of Flack Ventures, a partnership, 
and have prepared the attached balance sheet at March 
31, 1972. We did not perform an examination in con­
formity with generally accepted auditing standards, and 
therefore do not express an opinion on the accompany­
ing balance sheet.” The balance sheet was prominently 
marked “unaudited.” Craft signed the letter and in­
structed his secretary to send it to Flack.
Required:
What legal problems are suggested by these facts? 
Explain.
Part c. Cragsmore & Company, a medium sized 
partnership of CPAs, was engaged by Marlowe Manu­
facturing, Inc., a closely held corporation, to examine 
its financial statements for the year ended December 
31, 1971.
Prior to preparing the auditor’s report William 
Cragsmore, a partner, and Fred Willmore, a staff senior, 
reviewed the disclosures necessary in the footnotes to 
the financial statements. One footnote involved the 
terms, costs and obligations of a lease between Mar­
lowe and Acme Leasing Company.
Fred Willmore suggested that the footnote disclose 
the following: “The Acme Leasing Company is owned 
by persons who have a 35% interest in the capital 
stock and who are officers of Marlowe Manufacturing, 
Inc.”
On Cragsmore’s recommendation, this was revised 
by substituting “minority shareholders” for “persons
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who have a 35% interest in the capital stock and who 
are officers.”
The auditor’s report and financial statements were 
forwarded to Marlowe Manufacturing for review. The 
officer-shareholders of Marlowe who also owned Acme 
Leasing objected to the revised wording and insisted 
that the footnote be changed to describe the relation­
ship between Acme and Marlowe as merely one of 
affiliation. Cragsmore acceded to this request.
The auditor’s report was issued on this basis with 
an unqualified opinion. But the working papers in­
cluded the drafts that showed the changes in the word­
ing of the footnote.
Subsequent to delivery of the auditor’s report, Mar­
lowe suffered a substantial uninsured fire loss and has 
been forced into bankruptcy. The failure of Marlowe 
to carry any fire insurance coverage was not noted in 
the financial statements.
Required:
What legal problems are suggested by these facts 
for Cragsmore & Company? Discuss.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories and the District of Columbia.)
Examination in Accounting Theory
(Theory of Accounts)
May 12, 1972; 1:30 to 5:00 p .m .
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
All questions are required:
No. 1 ......................................................................................................
No. 2 ......................................................................................................
No. 3 ......................................................................................................
No. 4 ......................................................................................................
No. 5 ......................................................................................................
No. 6 ......................................................................................................
No. 7 .....................................................................................................
Minimum Maximum
25 30
25 30
25 30
25 30
25 30
25 30
25 30
175 210Total for examination ............................................................
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required 
for an answer, write “continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers they 
should be numbered from 1 to 12.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY 
IN ACCOUNTING W ORK.
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N um ber 1 (E stim ated tim e— 2 5  to 3 0  m inutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of issues in financial accounting. 
Use a soft pencil, preferably # 2 , to blacken the ap­
propriate space on the separate printed answer sheet 
to indicate your answer. Mark only one answer for 
each item. Your grade will be determined from your
total of correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The current asset section of the balance sheet
should include
a. Machinery.
b. Cash.
c. Goodwill.
d. Taxes payable.
Answer Sheet
99. a. b.   c. d.  
Item s to be Answered 
1. The account, Equity in Assigned Accounts Re­
ceivable, should be classified as
a. An asset.
b. A contra-asset.
c. A liability.
d. A contra-liability.
2. If a company converted a short-term note pay­
able into a long-term note payable, this transaction 
would
a. Decrease only working capital.
b. Decrease both working capital and the current 
ratio.
c. Increase only working capital.
d. Increase both working capital and the current 
ratio.
3. If an industrial firm uses the absorption cost­
ing method for assigning cost to its inventories and the 
units-of-production method for computing depreciation 
on its only plant asset, factory machinery, the credit to 
accumulated depreciation from period to period during 
the life of the asset will
a. Be constant.
b. Vary with unit sales.
c. Vary with sales revenue.
d. Vary with production.
4. The calculation of the number of times bond 
interest is earned involves dividing
a. Net income by annual bond interest expense.
b. Net income plus income taxes by annual bond 
interest expense.
c. Net income plus income taxes and bond interest 
expense by annual bond interest expense.
d. Sinking fund earnings by annual bond interest 
expense.
5. The dating of retained earnings is associated 
with
a. Earnings accumulated by a subsidiary corpora­
tion subsequent to the date of acquisition.
b. Earnings accumulated by a foreign subsidiary 
subsequent to the date of a currency devalua­
tion.
c. The date directors met and declared the cor­
poration was overcapitalized.
d. Earnings accumulated subsequent to the date 
of a quasi-reorganization.
6. If a company classifies its expenses as cost of 
goods sold, employee salaries and benefits, deprecia­
tion, taxes, purchased services, and other expenses, the 
classification basis used is by
a. Area of responsibility.
b. Object of expenditure.
c. Services received.
d. Function performed.
7. Price index numbers generally are used in con­
nection with the
a. LIFO retail inventory method.
b. Annuity method of calculating depreciation.
c. Amortization of premium or discount of serial 
bond issues.
d. Calculation of past service costs of pension 
plans.
8. A general descrip tion  of the depreciation 
methods applicable to major classes of depreciable 
assets
a. Is not a current practice in financial reporting.
b. Is not essential to a fair presentation of finan­
cial position.
c. Is needed in financial reporting when company 
policy differs from income tax policy.
d. Should be included in corporate financial state­
ments or notes thereto.
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9. Assume that a manufacturing corporation has 
(1) good quality control, (2) a one-year operating 
cycle, (3) a relatively stable pattern of annual sales 
and (4) a continuing policy of guaranteeing new prod­
ucts against defects for three years that has resulted in 
material but rather stable warranty repair and replace­
ment costs. Any liability for the warranty
a. Should be reported as long-term.
b. Should be reported as current.
c. Should be reported as part current and part 
long-term.
d. Need not be disclosed.
10. The ratio of total cash, trade receivables and 
marketable securities to current liabilities is
a. The acid test ratio.
b. The current ratio.
c. Significant if the result is 2 to 1 or better.
d. Meaningless.
11. Companies A and B begin 1972 with identical 
account balances and their revenues and expenses for 
1972 are identical in amount except that Company A 
has a higher ratio of cash to noncash expenses. If the 
cash balances of both Companies increase as a result 
of operations (no financing or dividends), the ending 
cash balance of Company A as compared to Com­
pany B will be
a. Higher.
b. The same.
c. Lower.
d. Indeterminate from the information given.
12. Conventionally accountants measure income
a. By applying a value-added concept.
b. By using a transactions approach.
c. As a change in the value of owners’ equity.
d. As a change in the purchasing power of owners’ 
equity.
13. Expenses related to effecting a business combi­
nation accounted for by the pooling-of-interests method 
should be
a. Deducted in determining the net income of the 
resulting combined corporation for the period 
in which the expenses are incurred.
b. Capitalized and amortized over a discretionary 
period elected by management.
c. Charged to Retained Earnings when incurred, 
d . Treated as a prior period adjustment.
14. Two companies which have merged or com­
bined in 1971 in accordance with pooling-of-interests 
accounting are contemplating the preparation of state­
ments at year-end 1971. It has been proposed to 
present 1970 statements also on a comparative basis.
a. The 1970 statements must remain as they were 
prepared originally.
b. The 1970 statements must be restated so as to 
reflect what the results would have been had 
the merger occurred then or earlier.
c. The 1970 statements must be dropped from 
consideration as it is not possible to prepare 
statements to reflect a relationship which did 
not in fact exist in 1970.
d. The 1971 statements must be so prepared as 
not to reflect the combination.
15. Meredith Company and Kyle Company were 
combined in a purchase transaction. Meredith was 
able to acquire Kyle at a bargain price. The sum of 
the market or appraised values of identifiable assets 
acquired less the fair value of liabilities assumed ex­
ceeded the cost to Meredith. After revaluing noncur­
rent assets to zero there was still some “negative good­
will.” Proper accounting treatment by Meredith is to 
report the amount as
a. An extraordinary item.
b. Part of current income in the year of com­
bination.
c. A deferred credit and amortize it.
d. Paid-in capital.
16. On the consolidated balance sheet of a parent 
and its only subsidiary two different types of goodwill 
may be reflected: (1) ordinary goodwill and (2) good­
will from consolidation. The second type
a. Should be combined with the first type and both 
should be eliminated.
b. Reflects the fact that the subsidiary was ac­
quired at a price in excess of the fair value of 
its identifiable net assets.
c. Reflects the fact that the subsidiary already had 
goodwill on its books.
d. Reflects the fact that the subsidiary was ac­
quired at a bargain price.
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17. An accountant who recommends the adjust­
ment of financial statements for price-level changes 
should not support his recommendation by stating that
a. Purchasing power gains or losses should be 
recognized.
b. Historical dollars are not comparable to pres­
ent-day dollars.
c. The conversion of asset costs to a common- 
dollar basis is a useful extension of the original 
cost basis of asset valuation.
d. Assets should be valued at their replacement 
cost.
18. A company sold property at a price which ex­
ceeded book value and then leased back the property 
for ten years. The gain resulting from the sale should 
be recognized
a. Over the term of the lease.
b. At the end of the ten-year period or termina­
tion of the lease, whichever is earlier.
c. In the year of the sale.
d. As a prior period adjustment.
Number 2 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer for each of the following items 
relating to the application of quantitative techniques to 
managerial accounting problems. Use a soft pencil, 
preferably # 2 , to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. 
Mark only one answer for each item. Your grade will 
be determined from your total of correct answers.
Items to be Answered
19. If a company wishes to establish a factory over­
head budget system in which estimated costs can be 
derived directly from estimates of activity levels, it 
should prepare a
a. Capital budget.
b. Cash budget.
c. Discretionary budget.
d. Fixed budget.
e. Flexible budget.
20. A company has a problem in which the trea­
surer complains about an excessive investment in in­
ventories. At the same time the purchasing agent states 
that large inventory balances are necessary to take ad­
vantage of supplier discounts, and the production man­
ager complains that production often is delayed by 
inventory shortages. The quantitative technique most 
relevant to this situation is
a. Economic order quantity models.
b. Linear programming.
c. Payback analysis.
d. Probability analysis.
e. Statistical quality control.
21. A client has been plagued with excessive num­
bers of defective units of standard machine parts that 
are purchased from vendors on a regular basis. The 
most relevant quantitative technique for designing a 
formal inspection system for incoming parts is
a. Cost-volume-profit analysis.
b. Queuing analysis.
c. Standard cost variance analysis.
d. Statistical quality control.
e. Time series or trend regression analysis.
22. A company is considering the purchase of a 
new conveyor belt system that is to be used for carrying 
parts and subassemblies from building to building with­
in its plant complex. It is expected that the system 
will have a useful life of at least ten years and that it 
will substantially reduce labor and waiting-time costs. 
If the company’s average cost of capital is about 15% 
and if some evaluation must be made of cost-benefit 
relationships, including the effects of interest, to deter­
mine the desirability of the purchase, the most relevant 
quantitative technique for evaluating the investment is
a. Cost-volume-profit analysis.
b. Payback analysis.
c. Present value (or time-adjusted rate of return) 
analysis.
d. Program evaluation review technique (PERT).
e. Time series or trend regression analysis.
23. If a company wishes to forecast sales for the 
approaching budget year based upon the sales data for 
prior years that are contained in the general ledger 
and supporting schedules, the most relevant quantita­
tive technique is
a. Cost-volume-profit analysis.
b. Economic order quantity models.
c. Queuing analysis.
d. Sensitivity analysis.
e. Time series or trend regression analysis.
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24. A production department in a manufacturing 
company does machining on two categories of parts 
each of which requires work from three machines. If 
the time and capacity restrictions on the machines are 
stringent, a relevant quantitative technique that permits 
machine usage on the most profitable basis is
a. Linear programming.
b. Queuing analysis.
c. Sensitivity analysis.
d. Statistical quality control.
e. Time series or trend regression analysis.
25. A company is giving consideration to the open­
ing of a self-service gasoline station on a busy thorough­
fare that carries a large volume of commuting traffic. 
There is concern as to the number of traffic and service 
lanes that should be constructed. If it is necessary to 
estimate traffic flows and customer waiting time as a 
basis for estimating the costs of providing a limited 
number of service facilities, the most directly relevant 
quantitative technique is
a. Cost-volume-profit analysis.
b. Payback analysis.
c. Queuing analysis.
d. Sensitivity analysis.
e. Time series or trend regression analysis.
26. The president of a company that manufactures 
several different products finds that its gross margin on 
sales has been decreasing. The production manager 
complains that some products are charged with too 
much fixed overhead and the sales department is criti­
cized for pushing the less profitable products. Inquiry 
discloses that neither the contribution margin nor the 
most profitable volume is known for any product. A 
relevant quantitative technique for finding the most 
profitable operating levels is
a. Correlation analysis.
b. Cost-volume-profit analysis.
c. Program evaluation review technique (PERT).
d. Statistical quality control.
e. Time series or trend regression analysis.
27. A large appliance manufacturer has warehouses 
at many locations across the country. Each warehouse 
(1) has a limited capacity but services predictable 
demand and (2) is supplied by one or more regional 
factories that also have limited capacities. The market­
ing manager asserts that the firm cannot both minimize 
freight costs and keep the warehouses adequately sup­
plied because of the complex freight rate structures.
The relevant quantitative technique most generally ap­
plicable in this situation is
a. Cost-volume-profit analysis.
b. Linear programming.
c. Program evaluation review technique (PERT).
d. Queuing analysis.
e. Sensitivity analysis.
28. A firm wishes to predict the demand for some 
of its consumer products. In the past the sales volume 
of these products has increased or decreased (with a 
lag) with increases and decreases in disposable income 
as reported in the Federal Reserve Bulletin. The firm 
does not know how closely sales and disposable income 
are related or how much of the sales demand is caused 
by extraneous (nonincome) factors. The re lev an t 
quantitative technique that should be applied to mea­
sure the degree of these relationships is
a. Correlation analysis.
b. Cost-volume-profit analysis.
c. Game theory analysis.
d. Linear programming.
e. Program evaluation review technique (PERT).
29. Financial statements of a number of companies 
are to be analyzed for potential growth by use of a 
model which considers the rates of change in assets, 
owners’ equity and income. The most relevant quan­
titative technique to be used in developing such a 
model is
a. Correlation analysis.
b. Differential calculus.
c. Integral calculus.
d. Program evaluation review technique (PERT).
e. Statistical sampling.
30. Top management of a company wishes to eval­
uate investment proposals of semiautonomous divisions 
by comparing estimates of future revenues and costs. 
For products with which the company or division has 
had little or no experience, the revenue and cost esti­
mates are made by different personnel under varying 
circumstances. The most relevant quantitative tech­
nique is
a. Linear programming.
b. Probability analysis.
c. Program evaluation review technique (PERT).
d. Queuing analysis.
e. Time series or trend regression analysis.
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31. A company controls its production costs by 
comparing its actual monthly production costs with the 
expected levels. Any significant deviations from ex­
pected levels are investigated and evaluated as a basis 
for corrective actions. The quantitative technique that 
most probably is being used is
a. Correlation analysis.
b. Differential calculus.
c. Risk analysis.
d. Standard cost variance analysis.
e. Time series or trend regression analysis.
32. A company wishes to estimate the value of its 
inventory by dividing the inventory into several classes 
and then randomly selecting several items from each 
class. The relevant quantitative technique is
a. Cross-sectional analysis.
b. Monte Carlo simulation method.
c. Random sampling.
d. Risk analysis.
e. Stratified random sampling.
33. A firm wishes to compare the effects of using 
a new labor-saving machine with present direct labor 
methods. These comparisons will be made over a wide 
variety of operations on several typical days. The de­
mands placed upon each operation as well as the 
sequence of individual operations can be described by 
probability distributions. The most relevant quantita­
tive technique is
a. Cost-volume-profit analysis.
b. Monte Carlo simulation method.
c. Program evaluation review technique (PERT).
d. Statistical sampling.
e. Time series or trend regression analysis.
34. If a firm wishes to assess the effect of changing 
the contribution margin of product Z upon its optimum 
product mix and profitability, the most relevant quanti­
tative technique is
a. Correlation analysis.
b. Cost-volume-profit analysis.
c. Queuing analysis.
d. Sensitivity analysis.
e. Time series or trend regression analysis.
35. If a firm is considering the use of learning curve 
analysis in the determination of labor cost standards 
for a new product, it should be advised that this tech­
nique generally is most relevant to situations in which
the production time per unit decreases as additional 
units are produced and the unit cost
a. Decreases.
b. Does not change.
c. Increases or decreases in an un p red ic tab le  
manner.
d. Increases slightly.
e. Increases substantially.
36. A company is controlling a complex project by 
determining the activities that must take place and the 
relationship between these activities. Attention then is 
focused upon those activities that have the greatest in­
fluence on the project’s estimated completion date. The 
quantitative technique most relevant to this situation is
a. Cost-volume-profit analysis.
b. Parametric programming.
c. Program evaluation review technique (PERT).
d. Queuing analysis.
e. Statistical sampling.
Number 3 (Estimated time— 25 to 30 minutes)
Mr. Erik, owner of Erik’s Retail Hardware, states 
that he computes income on a cash basis. At the end 
of each year he takes a physical inventory and com­
putes the cost of all merchandise on hand. To this he 
adds the ending balance of accounts receivable because 
he considers this to be a part of inventory on the cash 
basis. Using this logic he deducts from this total the 
ending balance of accounts payable for merchandise to 
arrive at what he calls inventory (net).
The following information has been taken from his 
cash basis income statements for the years indicated:
1971 1970 1969
Cash received $173,000 $164,000 $150,000
Cost of goods sold:
Inven to ry  (net), 
January 1 8,000 11,000 3,000
Total purchases 109,000 102,000 95,000
Goods availab le  
for sale 117,000 113,000 98,000
Inven to ry  (net), 
December 31 1,000 8,000 11,000
Cost of goods sold 116,000 105,000 87,000
Gross margin $ 57,000 $ 59,000 $ 63,000
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Additional information is as follows for the years in­
dicated:
1971 1970 7969
Cash sales $151,000 $147,000 $141,000
Credit sales . 24,000 18,000 14,000
Accounts receivable, 
December 31 8,000 6,000 5,000
Accounts payable for 
merchandise, D e­
cem ber 31 33,000 20,000 13,000
R eq u ired :
a. Without reference to the specific situation de­
scribed above, discuss the various cash basis concepts 
of revenue and income and indicate the conceptual 
merits of each.
b. 1. Is the gross margin for Erik’s Retail Hard­
ware being computed on a cash basis? Eval­
uate and explain the approach used with 
illustrative computations of the cash-basis 
gross margin for 1970.
2. Explain why the gross margin for Erik’s Re­
tail Hardware shows a decrease while sales 
and cash receipts are increasing.
N um ber 4  (E stim ated tim e— 25 to 3 0  m in u tes)
Depreciation continues to be one of the most con­
troversial, difficult and important problem areas in 
accounting.
R eq u ired :
a. 1. Explain the conventional accounting concept
of depreciation accounting; and 
2. Discuss its conceptual merit with respect to
(a) the value of the asset, (b) the charge(s) 
to expense and (c) the discretion of manage­
ment in selecting the method.
b. 1. Explain the factors that should be considered
when applying the conventional concept of 
depreciation to the determination of how the 
value of a newly acquired computer system 
should be assigned to expense for financial 
reporting purposes. (Income tax considera­
tions should be ignored.)
2. What depreciation methods might be used for 
the computer system?
N um ber 5 (E stim ated tim e— 25  to 3 0  m inutes)
The concept of the accounting entity often is con­
sidered to be the most fundamental of accounting 
concepts, one that pervades all of accounting.
R eq u ired :
a. 1. What is an accounting entity? Explain.
2. Explain why the accounting entity concept is 
so fundamental that it pervades all of ac­
counting.
b. For each of the following indicate whether the 
accounting concept of entity is applicable; discuss and 
give illustrations.
1. A unit created by or under law.
2. The product-line segment of an enterprise.
3. A combination of legal units and/or product­
line segments.
4. All of the activities of an owner or a group 
of owners.
5. An industry.
6. The economy of the United States.
Num ber 6 (E stim ated tim e— 25 to 3 0  m inutes)
Part a. Stock options are widely used as a form of 
compensation for corporate executives.
R eq u ired :
1. Identify five methods that have been proposed 
for determining the value of executive stock options.
2. Discuss the conceptual merits of each of these 
proposed methods.
Part b. On January 1, 1970, as an incentive to 
greater performance in their duties, Recycling Corpo­
ration adopted a qualified stock option plan to grant 
corporate executives nontransferable stock options to 
500,000 shares of its unissued $1.00 par value common 
stock. The options were granted on May 1, 1970 at 
$25 per share, the market price on that date. All of 
the options were exercisable one year later and for 
four years thereafter providing that the grantee was 
employed by the Corporation at the date of exercise.
The market price of this stock was $40 per share 
on May 1, 1971. All options were exercised before 
December 31, 1971 at times when the market price 
varied between $40 and $50 per share.
R eq u ired :
1. What information on this option plan should be 
presented in the financial statements of Recycling Cor­
poration at (a) December 31, 1970 and (b) December 
31, 1971? Explain why this is acceptable.
2. It has been said that the exercise of such a stock 
option would dilute the equity of existing stockholders 
in the Corporation.
(a) How could this happen? Discuss.
(b) What condition could prevent a dilution of 
existing equities from taking place in this 
transaction? Discuss.
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Num ber 7 (E stim ated tim e— 2 5  to 3 0  m in u tes)
Accounting Principles Board Opinion Number 20 is 
concerned with accounting changes.
R eq u ired :
a. Define, discuss and illustrate each of the follow­
ing in such a way that one can be distinguished from 
the other:
1. An accounting change.
2. A correction of an error in previously issued 
financial statements.
b. Discuss the justification for a change in account­
ing principle.
c. Discuss the reporting (as required by Accounting 
Principles Board Opinion Number 20) of a change 
from the LIFO method to another method of inventory 
pricing.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
Examination in Accounting P ractice-P art I
November 1, 1972; 1:30 to 6:00 p .m .
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Group I (All required):
Estimated
Minimum
Minutes
Maximum
No. 1 ..................................................................... ..............................  50 60
No. 2 ................................................................... ..............................  40 50
No. 3 ................................................................... ............................  50 60
No. 4 .................................................. ..............................  40 50
Total for Group I .................................. ............................  180 220
Group II (One required) ................................................ ..............................  40 50
Total ..............................  220 270
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of 
the problems. If more than one page is required for 
a solution, number the pages in sequence for that 
problem with the lead schedule first, followed by 
supporting computations. For instance, if three 
pages are used for Problem No. 2, you would show 
Problem 2, Page 1 of 3, Page 2 of 3 and Page 3 of 3.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but you 
should show the problem number and place them
immediately following the problem to which they 
relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top left 
corner. All fourteen-column sheets should then be 
wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY 
IN ACCOUNTING WORK.
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GROUP I
All problems
Number 1 (Estimated time— 50 to 60 minutes)
Instructions
Select the best answer for each of the following items 
relating to the federal income taxation of corporations and 
partnerships. Use a soft pencil, preferably # 2 , to blacken 
the appropriate space on the separate printed answer sheet 
to indicate your answer. The answers should be selected 
in accordance with the current Internal Revenue Code and 
Tax Regulations. Mark only one answer for each item. 
Your grade will be determined from your total of correct 
answers.
The following is an example of the manner in which the 
answer sheet should be marked:
Item
95. John Doe is 25 years old, unmarried, has good eye 
sight and did not contribute to the support of any other per­
son in 1972. He is entitled to a deduction for personal 
exemption for 1972 of
a. $2,100.
b. $1,400.
c. $700.
d. $0.
e. None of the above.
Answer Sheet
95. a .:::::::::::::::: : b .  c. d.
Items to be Answered
1. The Allen, Smith, & Jones partnership’s fiscal year 
ends on June 30. The partners are on a calendar-year tax 
basis. During the fiscal year ended June 30, 1971, Allen 
was paid a salary of $850 per month because he devoted 
all of his time to the partnership; during fiscal 1972 his 
salary was $1,000 per month. The other two partners were 
not paid a salary in either of these years, but in accordance 
with the partnership’s agreement the net income after de­
ducting Allen’s salary was divided equally among the three 
partners.
The net income after Allen’s salary for fiscal 1971 was 
$27,000; for fiscal 1972 it was $36,000.
are required.
For the calendar year 1971, Allen should have reported 
taxable income from the partnership of
a. $9,000.
b. $19,200.
c. $20,600.
d. $22,100.
e. None of the above.
2. The Sunra Corporation had the following data
available:
Gross profit on sales $40,000
Dividend income from non-affiliated
domestic corporations $ 2,000
Operating expenses (exclusive of char­
itable contributions) $28,000
Charitable contributions $ 900
Sunra’s taxable income was
a. $11,100.
b. $11,685.
c. $11,600.
d. $13,100.
e. None of the above.
3. Rambo Corporation owns 10% of the stock of Dun­
tulum Corporation with a basis of $8,000 and a market 
value of $50,000. Rambo uses the Duntulum stock to
redeem approximately 1%, or $10,000 par value, of its 
own outstanding stock. As a result of this transaction, 
Rambo must report
a. $42,000 gain.
b. No gain or loss.
c. $2,000 gain.
d. $50,000 gain.
e. None of the above.
4. The Blalock Corporation was organized on Janu­
ary 2 of the current year under a charter that places no 
limitation on the corporate life. Blalock adopted a calen­
dar year. The organization costs incurred were $6,000. 
The maximum amount of organization cost that may be 
written off this year is
a. $0.
b. $300.
c. $1,200.
d. $6,000.
e. None of the above.
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5. Able Corporation and Baker Corporation file a 
consolidated return on a calendar-year basis. In 1971, Able 
sold land to Baker for its fair-market value of $50,000. 
At the date of sale, Able had an adjusted basis in the land 
of $35,000 and had held the land for several years as an 
investment. Baker held the land primarily for sale to its 
customers in the ordinary course of its business and sold 
it to a customer in early 1972 for $60,000.
As a result of the sale of the land in 1972, the corpora­
tions should report on their consolidated return
a. $10,000 ordinary gain.
b. $25,000 ordinary gain.
c. $25,000 long-term capital gain.
d. $15,000 long-term capital gain and $10,000 ordi­
nary gain.
e. None of the above.
6. Will Benton owned all of the stock of a corpora­
tion that has been determined to be collapsible. The basis 
of the stock to Benton was $25,000, and the corporation 
had accumulated earnings and profits of $1,000. Benton 
sold his stock for $40,000. As a result of the sale Benton
must report
a. $15,000 ordinary gain.
b. $1,000 ordinary income and $14,000 capital gain.
c. $14,000 capital gain.
d. $15,000 capital gain.
e. None of the above.
7. Arnold Money invested $20,000 for a one-third
interest in capital and profits of a partnership. Subsequent 
to his investment, the partnership had total taxable income 
of $30,000 and nontaxable income of $6,000, and Money 
withdrew $9,000. After these series of events, the tax
basis of Money’s interest in the partnership is
a. $11,000.
b. $20,000.
c. $21,000.
d. $23,000.
e. None of the above.
8. Jim Cash, one of two partners, contributed busi­
ness property with a basis to him of $15,000 and a fair- 
market value of $10,000 to the partnership of which he 
was a member. His capital account was credited for 
$10,000. The property was later sold for $12,000. As a 
result of this transaction, Cash must report on his personal 
income tax return
a. $ 1,000 gain.
b. $1,500 loss.
c. $2,000 gain.
d. $3,000 loss.
e. None of the above.
9. The Choate, Hamm, & Sloan partnership’s balance
sheet on a cash basis at September 30 of the current year
was as follows:  Fair-
Market
Assets Basis Value
Cash $12,000 $ 12,000
Accounts receivable —0— 48,000
Land 63,000 90,000
Equities
$75,000 $150,000
Notes payable $30,000 $ 30,000
Choate, c a p ita l ........... 15,000 40,000
Hamm, capital 15,000 40,000
Sloan, capital 15,000 40,000
$75,000 $150,000
If Choate withdraws under an agreement whereby he 
takes one-third of each of the three assets and assumes 
$10,000 of the notes payable, he should report
a. $9,000 capital gain.
b. $9,000 ordinary gain.
c. $16,000 ordinary gain and $9,000 capital gain.
d. No gain or loss.
e. None of the above.
10. A net capital loss of a corporation may be carried
a. Forward indefinitely.
b. Forward for five years only.
c. Back three years and forward five.
d. Back five years and forward five.
e. None of the above.
11. During the current year, a corporation retired ob­
solete equipment having an adjusted basis of $30,000 and 
sold it as scrap for $1,000. The only other transactions 
affecting taxable income resulted in $50,000 net income 
from operations. The taxable income of the corporation 
was
a. $21,000.
b. $35,000.
c. $49,000 with a capital loss carryover of $27,000.
d. $50,000 with a capital loss carryover of $14,500.
e. None of the above.
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12. Jesse Jenkins in a bona fide transaction transferred 
land worth $50,000 to his controlled corporation for stock 
of the corporation worth $20,000 and cash of $20,000. The 
basis of the property to him was $15,000, and it was 
subject to a $10,000 mortgage which the corporation 
assumed.
Jenkins must report a gain of
a. $10,000.
b. $20,000.
c. $30,000.
d. $35,000.
e. None of the above.
13. The Franklin Corporation with stock owned 20% 
by corporations and 80% by individuals had accumulated 
earnings of $65,000 at the beginning of the current year. 
The net after-tax earnings for the current year were $20,000. 
On October 1 of the current year, the corporation dis­
tributed securities worth $14,000 as a dividend to its share­
holders. The securities had cost $8,000.
As a result of the distribution, Franklin Corporation 
had to
a. Leave accumulated earnings intact.
b. Increase accumulated earnings by $6,000.
c. Decrease accumulated earnings by $8,000.
d. Decrease accumulated earnings by $14,000.
e. None of the above.
14. The Glenraff Company, a three-man partnership, 
received dividends of $1,000 from domestic corporations. 
As a result of the receipt of the dividends, the ordinary 
income to be reported on the partnership return is in­
creased by
a. $0.
b. $150.
c. $700.
d. $1,000.
e. None of the above.
15. The Troika Partnership had an ordinary operating 
loss of $48,000 for the current year. The partnership had 
assets of $58,500 and liabilities of $15,000 at the end of 
the year. Before allocation of the loss, partner Ashford’s 
one-third interest had an adjusted basis of $10,000 at the 
end of the current year. Ashford may deduct on his income 
tax return as his share of the loss
a. $14,500.
b. $10,000.
c. $16,000.
d. $15,000.
e. None of the above.
Number 2 (Estimated time—40 to 50 minutes)
Sterling, Inc., a domestic corporation having a fiscal 
year ending June 30, has purchased common stock in 
several other domestic corporations. As of June 30, 1972, 
the balance in Sterling’s Investments account was $870,600,
the total cost of stock purchased less the cost of stock 
sold. Sterling wishes to restate the Investments account to 
reflect the provisions of APB Opinion No. 18, “The Equity 
Method of Accounting for Investments in Common Stock.”
Data concerning the investments follow:
Turner, Inc. Grotex, Inc. Scott, Inc.
Shares of common stock outstanding 3,000 32,000 100,000
Shares purchased by Sterling (a) 300 8,000 30,000
(b) 810
Date of purchase..................................... (a) July 1, 1969 June 30, 1970 June 30, 1971
(b) July 1, 1971
Cost of shares p u rc h a s e d ................. (a) $ 49,400 $ 46,000 $ 670,000
(b) $ 142,000
Balance sheet at date indicated:
Assets July 1, 1971 June 30, 1970 June 30, 1971
Current assets ....................................... $ 362,000 $ 39,600 $ 994,500
Fixed assets, net of depreciation 1,638,000 716,400 3,300,000
Patent, net of amortization 148,500
$2,000,000 $756,000 $4,443,000
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Liabilities and Capital July 1, 1971 June 30, 1970 June 30, 1971
Liabilities ............................................. $1,500,000 $572,000 $2,494,500
Common stock 260,000 80,000 1,400,000
Retained earnings . 240,000 104,000 548,500
$2,000,000 $756,000 $4,443,000
Changes in common stock since
July 1, 1969 None None None
Average remaining life of fixed assets at
date of balance sheet (above) 12 years 9 years 22 years
Analysis of retained earnings:
Balance, July 1, 1969 $234,000
Net income, July 1, 1969
to June 30, 1970 53,400
Dividend paid—April 1, 1970 (51,000)
Balance, June 30, 1970 236,400 $104,000
Net income (loss), July 1, 1970
to June 30, 1971 55,600 (2,000)
Dividend paid—April 1, 1971 (52,000)
Balance, June 30, 1971 240,000 102,000 $548,500
Net income, July 1, 1971
to June 30, 1972 25,000 18,000 330,000
Dividends paid:
December 28, 1971 (150,000)
June 1, 1972 (5,600)
Balance, June 30, 1972 $265,000 $114,400 $728,500
Sterling’s first purchase of Turner’s stock was made be­
cause of the high rate of return expected on the invest­
ment. All later purchases of stock have been made to gain 
substantial influence over the operations of the various 
companies.
In December 1971, changing market conditions caused 
Sterling to reevaluate its relation to Grotex. On December 
31, 1971, Sterling sold 6,400 shares of Grotex for $54,400.
For Turner and Grotex, the fair values of the net assets 
did not differ materially from the book values as shown in 
the above balance sheets. For Scott, fair values exceeded 
book values only with respect to the patent which had a 
fair value of $300,000 and a remaining life of 15 years as 
of June 30, 1971.
Investments
Turner Grotex Scott
Date Description Dr. (Cr.) Dr. (Cr.) Dr. (Cr.)
At June 30, 1972, Sterling’s inventory included $48,600 
of items purchased from Scott during May and June at a 
20 % markup over Scott’s cost.
Required:
Prepare a workpaper to restate Sterling’s Investments 
account as of June 30, 1972, and its investment income 
by year for the three years then ended. Transactions 
should be listed in chronological order and supporting 
computations should be in good form. Ignore income 
taxes. Amortization of goodwill, if any, is to be over a 
forty-year period. Use the following columnar headings
for your workpaper:
Investment Income,
Year Ended June 30 Other Accounts
1970 1971 1972 Amount Name
Cr. (Dr.) Cr. (Dr.) Cr. (Dr.) Dr. (Cr.)
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Number 3 (Estimated time— 50 to 60 minutes)
The president of Knight Coat Company has retained you 
to assist his accountant in analyzing the content and pric­
ing of the Company’s inventories at December 31, 1971. 
Below is the information collected.
1. Controlling accounts are maintained in the general 
ledger for manufacturing overhead, selling expenses, and 
general and administrative expenses. Detail ledgers support 
each controlling account and are balanced monthly. Analy­
sis of detail charges revealed account classification errors 
resulting in a need to decrease manufacturing overhead by 
$300,000 and increase selling expenses by $85,000 and 
general and administrative expenses by $215,000.
2. Overhead is charged to work-in-process monthly, 
crediting applied manufacturing overhead, based on direct 
labor cost at an expected rate of 47.5%. The balances be­
fore adjustment of manufacturing overhead and applied 
manufacturing overhead at December 31, 1971, were 
$1,000,000 and $950,000, respectively. Direct labor 
charges for 1971 were $2,000,000.
3. All inventory on hand at December 31, 1970, has 
been sold.
4. Inventories are priced on a first-in, first-out basis 
at the lower of cost or market. Complete physical inven­
tories were taken on December 31, 1971, and priced on a 
first-in, first-out basis. The inventory accounts have been 
adjusted to the physical quantities and prices at Decem­
ber 31, 1971. No test has been made comparing inventory 
cost to market. Details of the inventory accounts as ad­
justed at December 31, 1971, follow:
Direct Applied
Material Labor Overhead Total
Raw
materials . $395,000 $ — $ — $395,000
Work-in-
process . 425,000 80,000 38,000 543,000
Finished 
goods ........ . 315,000 60,000 28,500 403,500
5. While reviewing the inventory pricing the following 
was discovered:
a. Knight received raw materials costing $12,000 
on January 20, 1972. The goods had been 
shipped December 12, 1971, at which time title 
passed to Knight. The invoice was recorded in
the December 1971 voucher register, but the 
goods were not included in the December 31, 
1971, physical inventory.
b. Invoices for $25,000 of raw materials physically 
counted at December 31, 1971, were recorded 
in the January 1972 voucher register.
6. A further review of the January 1972 voucher 
register revealed:
a. Invoices for $15,000 of raw materials invoiced 
in December; the goods were received in Janu­
ary 1972. Further investigation revealed that 
title to the goods passed to Knight in 1971.
b. Invoices for $30,000 of raw materials invoiced 
in December; the goods were received in Janu­
ary. Further investigation revealed that title 
passed to Knight in 1972.
7. A review of the January 1972 sales journal re­
vealed December 30 and 31, 1971, invoices totaling 
$17,555. The goods were shipped December 30 and 31, 
and title passed immediately to the customer. Cost of the 
sales was $12,500. None of these goods were included in 
the physical count.
8. Review of correspondence files disclosed that 
Knight had shipped finished goods on consignment to King, 
Inc., on December 1, 1971. The goods (having equal unit 
costs) had a material and labor cost of $17,000 and $4,000, 
respectively. Knight paid shipping costs of $1,600 charged 
to selling expenses (not considered in the analysis described 
under 1 above). King notified Knight on January 18, 1972, 
that one-third of the inventory had been sold through 
December 31, 1971, for $9,500 net of commissions. Con­
signed goods were not included in the physical count.
9. A comparison of inventory cost with market re­
vealed finished goods inventory with material and direct 
labor costs of $100,000 and $22,000, respectively, had a 
replacement cost of $122,000 at December 31, 1971. 
Sales value of this inventory is $150,000. Selling costs are 
20% of the selling price, and the normal profit margin is 
10% of the selling price.
Required:
The books have not been closed. Prepare necessary 
adjusting journal entries complete with explanations. 
Schedules supporting calculations should be in good form 
and either be included as part of the journal entry explana­
tion or properly cross referenced to the appropriate journal 
entry.
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Number 4 (Estimated time— 40 to 50 minutes)
In its three departments Amaco Chemical Company 
manufactures several products:
• In Department 1 the raw materials amanic acid and 
bonyl hydroxide are used to produce Amanyl, Bon­
anyl, and Am-Salt. Amanyl is sold to others who use 
it as a raw material in the manufacture of stimulants. 
Bonanyl is not salable without further processing. Al­
though Am-Salt is a commercial product for which 
there is a ready market, Amaco does not sell this 
product, preferring to submit it to further processing.
• In Department 2 Bonanyl is processed into the mar­
ketable product, Bonanyl-X. The relationship be­
tween Bonanyl used and Bonanyl-X produced has 
remained constant for several months.
• In Department 3 Am-Salt and the raw material colb 
are used to produce Colbanyl, a liquid propellant 
which is in great demand. As an inevitable part of 
this process Demanyl is also produced. Demanyl was 
discarded as scrap until discovery of its usefulness as 
a catalyst in the manufacture of glue; for two years 
Amaco has been able to sell all of its production of 
Demanyl.
In its financial statements Amaco states inventory at the 
lower of cost (on the first-in, first-out basis) or market. Unit 
costs of the items most recently produced must therefore 
be computed. Costs allocated to Demanyl are computed 
so that after allowing for packaging and selling costs of 
$.04 per pound no profit or loss will be recognized on sales 
of this product.
Certain data for October 1972 follow:
Raw materials:
Pounds
Used
Total
Cost
Amanic acid 6,300 $5,670
Bonyl hydroxide 9,100 6,370
Colb 5,600 2,240
Conversion costs (labor and overhead):
Department 1 ................................
Department 2 .....................................
Department 3
Total
Cost
$33,600
3,306
22,400
Products:
Pounds
Produced
Inventories, Pounds SalesPrice
per
Pound
September
30
October
31
Amanyl 3,600 $ 6.65
Bonanyl 2,800 210 110
Am-Salt 7,600 400 600 6.30
Bonanyl-X 2,755 4.20
Colbanyl 1,400 43.00
Demanyl 9,800 .54
Required:
Prepare for October 1972 the schedules listed below. 
Supporting computations should be prepared in good 
form. Round answers to the nearest cent.
a. Cost per pound of Amanyl, Bonanyl, and Am-Salt 
produced— relative sales value method.
b. Cost per pound of Amanyl, Bonanyl, and Am-Salt 
produced— average unit cost method.
c. Cost per pound of Colbanyl produced. Assume that 
the cost per pound of Am-Salt produced was $3.40 in 
September 1972 and $3.50 in October 1972.
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GROUP II
(Estimated time— 40 to 50 minutes)
Solve only one of the two problems in this group. If 
both are solved, only the first will be considered.
Number 5
You have been engaged to prepare financial statements 
for the partnership of Alexander, Randolph, and Ware as 
of June 30, 1972. You have obtained the following infor­
mation from the partnership agreement as amended and 
from the accounting records.
1. The partnership was formed originally by Alex­
ander and Barnes on July 1, 1971. At that date:
• Barnes contributed $400,000 cash.
• Alexander contributed land, building, and equip­
ment with fair-market values of $110,000, $520,­
000, and $185,000, respectively. The land and 
building were subject to a mortgage securing an 
8% per annum note (interest rate of similar 
notes at July 1, 1971). The note is due in 
quarterly payments of $5,000 plus interest on 
January 1, April 1, July 1, and October 1 of 
each year. Alexander made the July 1, 1971, 
principal and interest payment personally. The 
partnership then assumed the obligation for the 
remaining $300,000 balance.
• The agreement further provided that Alexander 
had contributed a certain intangible benefit to the 
partnership due to his many years of business 
activity in the area to be serviced by the new 
partnership. The assigned value of this intan­
gible asset plus the net tangible assets he con­
tributed gave Alexander a 60% initial capital 
interest in the partnership.
• Alexander was designated the only active part­
ner at an annual salary of $24,000 plus an an­
nual bonus of 4% of net income after deducting 
his salary but before deducting interest on part­
ners’ capital investments (see below). Both the 
salary and the bonus are operating expenses of 
the partnership.
• Each partner is to receive a 6% return on his 
average capital investment, such interest to be an 
expense of the partnership.
• All remaining profits or losses are to be shared 
equally.
2. On October 1, 1971, Barnes sold his partnership 
interest and rights as of July 1, 1971, to Ware for $370,000. 
Alexander agreed to accept Ware as a partner if he would 
contribute sufficient cash to meet the October 1, 1971, prin­
cipal and interest payment on the mortgage note. Ware 
made the payment from personal funds.
3. On January 1, 1972, Alexander and Ware admitted 
a new partner, Randolph. Randolph invested $150,000 
cash for a 10% capital interest based on the initial in­
vestments at July 1, 1971, of Alexander and Barnes. At 
January 1, 1972, the book value of the partnership’s as­
sets and liabilities approximated their fair-market values. 
Randolph contributed no intangible benefit to the part­
nership.
Similar to the other partners, Randolph is to receive a 
6% return on his average capital investment. His invest­
ment also entitled him to 20% of the partnership’s profits 
or losses as defined above. However, for the year ended 
June 30, 1972, Randolph would receive one-half of his 
pro rata share of the profits or losses.
4. The accounting records show that on February 1, 
1972, Other Miscellaneous Expenses had been charged 
$3,600 in payment of hospital expenses incurred by Alex­
ander’s eight year-old daughter.
5. All salary payments to Alexander have been 
charged to his personal account. On June 1, 1972, Ware 
made a $33,000 withdrawal. These are the only trans­
actions recorded in the partners’ personal accounts.
6. Presented below is a trial balance which sum­
marizes the partnership’s general-ledger balances at June 30,
1972. The general ledger has not been closed.
Current assets
Dr. (Cr.)
$ 307,100
Fixed assets, net 1,285,800
Current liabilities (157,000)
8% mortgage note payable (290,000)
Alexander, capital (515,000)
Randolph, capital (150,000)
Ware, capital (400,000)
Alexander, personal 24,000
Randolph, personal —
Ware, personal 33,000
Sales (872,600)
Cost of sales 695,000
Administrative expenses 16,900
Other miscellaneous expenses 11,100
Interest expense 11,700
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Required:
Prepare a workpaper to adjust the net income (loss) and 
partners’ capital accounts for the year ended June 30, 1972, 
and to close the net income (loss) to the partner’s capital
accounts at June 30, 1972. Supporting schedules should be 
in good form. Amortization of goodwill, if any, is to be 
over a ten-year period. Ignore all tax considerations. Use 
the following column headings and begin with balances 
per books as shown:
Description
Net Income 
(Loss)
Partners’ Capital Other Accounts
Alexander Randolph Ware Amount
Cr. (Dr.) Cr. (Dr.) Cr. (Dr.) Cr. (Dr.) Dr. (Cr.) Name
Book balances 
at June 30, 1972 $137,900 $515,000 $150,000 $400,000
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Number 6
Levelland, Inc., a client of your firm for several years, 
uses a voucher system for processing all cash disburse­
ments which number about 500 each month. After care­
fully reviewing the company’s internal controls, your firm 
decided to statistically sample the vouchers for eleven 
specific characteristics to test operating compliance of the 
voucher system against the client’s representations as to the 
system’s operation. Nine of these characteristics are non- 
critical; two are critical. The characteristics to be evalu­
ated are listed on the worksheet on page 12.
Pertinent client representations about the system follow:
• Purchase orders are issued for all goods and services 
except for recurring services such as utilities, taxes, 
etc. The controller issues a check request for the latter 
authorizing payment. Receiving reports are prepared 
for all goods received. Department heads prepare a 
services-rendered report for services covered by pur­
chase orders. (Services-rendered reports are subse­
quently considered receiving reports.)
• Copies of purchase orders, receiving reports, check 
requests, and original invoices are forwarded to ac­
counting. Invoices are assigned a consecutive voucher 
number immediately upon receipt by accounting. Each 
voucher is rubber-stamped to provide spaces for ac­
counting personnel to initial when (a) agreeing in­
voice with purchase order or check request, (b) agree­
ing invoice with receiving report and (c) verifying 
mathematical accuracy of the invoice.
• In processing each voucher for payment, accounting 
personnel match each invoice with the related purchase 
order and receiving report or check request. Invoice 
extensions and footings are verified. Debit distribu­
tion is recorded on the face of each invoice.
• Each voucher is recorded in the voucher register in 
numerical sequence after which a check is prepared. 
The voucher packets and checks are forwarded to 
the treasurer for signing and mailing the checks and 
canceling each voucher packet.
• Canceled packets are returned to accounting. Pay­
ment is recorded in the voucher register, and the 
voucher packets are filed numerically.
Following are characteristics of the voucher population 
already determined by preliminary statistical testing. As­
sume that each characteristic is randomly distributed 
throughout the voucher population.
• Eighty percent of vouchers are for purchase orders; 
20% are for check requests.
• The average number of lines per invoice is four.
• The average number of accounts debited per invoice 
is two.
Appropriate statistical sampling tables follow. For val­
ues not provided in the tables, use the next value in the 
table which will yield the most conservative result.
TABLE 1
DETERMINATION OF SAMPLE SIZE 
PERCENTAGE OF OCCURRENCES IN SAMPLE 
Reliability (Confidence Level): 95%
Sample
Size
Precision (Upper Limit) Percentage
1 2 3 4 5 6
90 0 0
120 0 .8 .8 1.7
160 0 .6 1.2 1.9 2.5
240 .4 .8 1.7 2.5 3.3
340 0 .6 1.2 2.1 2.9 3.5
460 0 .9 1.5 2.4 3.3 3.9
1,000 .4 1.2 2.0 2.9 3.8 4.7
TABLE 2
PROBABILITY IN PERCENT OF INCLUDING AT 
LEAST ONE OCCURRENCE IN A SAMPLE 
For Populations Between 5,000 and 10,000
Sample
Size .1%
If the True Population Rate
.2%
of Occurrence is:
.3% .4% .5% .75%
The Probability of Including at Least
One Occurrence in the Sample is:
240 22 39 52 62 70 84
300 26 46 60 70 78 90
340 29 50 65 75 82 93
400 34 56 71 81 87 95
460 38 61 76 85 91 97
500 40 64 79 87 92 98
600 46 71 84 92 96 99
700 52 77 89 95 97 99 +
800 57 81 92 96 98 99 +
900 61 85 94 98 99 99 +
1,000 65 88 96 99 99 99 +
Note: 99 +  indicates a probability of 99.5% or greater.
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TABLE 3
EVALUATION OF RESULTS 
NUMBER OF OCCURRENCES IN SAMPLE 
Reliability (Confidence Level): 95%
Sample
Size
1
Precision (Upper Limit) Percentage
62 3 4 5
90 0 1
120 0 1 2
160 0 1 2 3 4
240 1 2 4 6 8
340 0 2 4 7 10 12
460 0 4 7 11 15 18
1,000 4 12 20 29 38 47
a. Year one:
An unrestricted random sample of 300 vouchers is 
to be drawn for year one. Enter in column A of the 
worksheet the sample size of each characteristic to 
be evaluated in the sample.
b. Year two:
1. Given the estimated error rates, specified upper 
precision limits, and required reliability (con­
fidence level) in columns B, C, and D respectively, 
enter in column E the required sample size to 
evaluate each characteristic.
2. Disregarding your answers in column E and 
considering the assumed sample size and numbers 
of errors found in each sample as listed for each 
characteristic in columns F and G respectively, 
enter in column H the upper precision limit for 
each characteristic.
3. On a separate sheet, identify each characteristic 
for which the sampling objective was not met 
and explain what steps the auditor might take 
to meet his sampling or auditing objectives.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
Examination in Accounting Practice— Part II
November 2, 1972; 1:30 to 6:00 p .m .
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ......................................................................................................
No. 2 ......................................................................................................
No. 3 ......................................................................................................
No. 4 .................................................................................................
No. 5 ..........................
Total ..................................................................................
Estimated Minutes 
Minimum Maximum
40 50
50 60
50 60
40 50
40 50
220 270
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of 
the problems. If more than one page is required for 
a solution, number the pages in sequence for that 
problem with the lead schedule first, followed by 
supporting computations. For instance, if two 
pages are used for Problem No. 3, you would show 
Problem 3, Page 1 of 2 and Page 2 of 2.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. E n clo se  a ll scratch  sh eets. Failure to enclose 
scratch sheets may result in loss of grading points. 
Scratch sheets need not have page numbers, but you 
should show the problem number and place them
immediately following the problem to which they 
relate.
3. Fourteen-column sheets should not be folded until 
all sheets, both wide and narrow, are placed in the 
proper sequence and fastened together at the top left 
corner. All fourteen-column sheets should then be 
wrapped around the back of the papers.
4. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate's knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY  
IN ACCOUNTING WORK.
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Number 1 (Estimated time—40 to 50 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of financial accounting problems. Use 
a soft pencil, preferably # 2 , to blacken the appropriate 
space on the separate printed answer sheet to indicate 
your answer. Mark only one answer for each item. Your 
grade will be determined from your total of correct answers.
The following is an example of the manner in which the 
answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker Com­
pany to its customers last year amounted to $5,260,000; 
sales returns and allowances reduced the amounts owed 
by $160,000. Net sales last year for Baker Company were
a. $5,260,000.
b. $5,200,000.
c. $5,100,000.
d. $4,800,000.
e. None of the above.
Answer Sheet
97. a .  b.  c .   d. e.  
Items to be Answered
1. The June bank statement of Lucas Company 
showed an ending balance of $187,387. During June the 
bank charged back NSF checks totaling $3,056, of which 
$1,856 had been redeposited by June 30. Deposits in transit 
on June 30 were $20,400. Outstanding checks on June 30 
were $60,645, including a $10,000 check which the bank 
had certified on June 28. On June 14, the bank charged 
Lucas’ account for a $2,300 item which should have been 
charged against the account of Luby Company; the bank did 
not detect the error. During June, the bank collected foreign 
items for Lucas; the proceeds were $8,684 and bank 
charges for this service were $19. On June 30, the adjusted 
cash in bank of Lucas Company is
a. $149,442.
b. $159,442.
c. $147,142.
d. $158,242.
e. None of the above.
2. In 1964, Miss Jones purchased land for $6,000. In 
1969, she died, leaving the land to her nephew, Mr. Smith. 
The land was appraised at $8,000 as of the date of death 
and that value was accepted for estate and inheritance 
tax purposes. In December 1971, the land was appraised 
at $9,000. In Mr. Smith’s statement of assets and liabilities 
as of December 31, 1971, the land should be included at
a. Appraised value of $9,000, no disclosure of cost 
data being necessary.
b. Cost of $0 and appraised value of $9,000.
c. Cost of $6,000 and appraised value of $9,000.
d. Cost of $8,000 and appraised value of $9,000.
e. None of the above.
3. The bookkeeper of Latsch Company, which has an 
accounting year ending December 31, made the following 
errors:
• A $1,000 collection from a customer was received 
on December 29, 1970, but not recorded until the date of 
its deposit in the bank, January 4, 1971.
• A supplier’s $1,600 invoice for inventory items 
received in December 1970 was not recorded until January 
1971. (Inventories at December 31, 1970 and 1971, were 
stated correctly, based on physical count.)
• Depreciation for 1970 was understated by $900.
• In September 1970 a $200 invoice for office supplies 
was charged to the Utilities Expense account. Office 
supplies are expensed as purchased.
• December 31, 1970, sales on account of $3,000 were 
recorded in January 1971.
Assume that no other errors have occurred and that no 
correcting entries have been made. Ignore income taxes.
Net income for 1970 was
a. Understated by $500.
b. Understated by $2,100.
c. Overstated by $2,500.
d. Neither understated nor overstated.
e. None of the above.
4. Assume the same facts as in item 3. Working 
capital at December 31, 1970 was
a. Understated by $3,000.
b. Understated by $500.
c. Understated by $1,400.
d. Neither understated nor overstated.
e. None of the above.
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5. Assume the same facts as in item 3. Total assets 
at December 31, 1971, were
a. Overstated by $2,500.
b. Overstated by $2,100.
c. Understated by $2,500.
d. Neither understated nor overstated.
e. None of the above.
6. On January 1, 1972, Hage Corporation granted 
options to purchase 9,000 of its common shares at $7 
each. The market price of common was $10.50 per 
share on March 31, 1972, and averaged $9 per share 
during the quarter then ended. There was no change in 
the 50,000 shares of outstanding common stock during the 
quarter ended March 31, 1972. Net income for the quarter 
was $8,268. The number of shares to be used in com­
puting primary earnings per share for the quarter is
a. 59,000.
b. 50,000.
c. 53,000.
d. 52,000.
e. None of the above.
7. Assume the same facts as in item 6. The number 
of shares to be used in computing fully diluted earnings 
per share for the quarter is
a. 53,000.
b. 50,000.
c. 52,000.
d. 59,000.
e. None of the above.
8. During all of 1971, Littlefield, Inc., had outstanding 
100,000 shares of common stock and 5,000 shares of 
noncumulative, $7 preferred stock. Each share of the latter, 
which is classified as a common stock equivalent, is con­
vertible into 3 shares of common. For 1971, Littlefield 
had $230,000 income from operations and $575,000 
extraordinary losses; no dividends were paid or declared. 
Littlefield should report 1971 primary earnings (loss) 
per share for income (loss) before extraordinary items 
and for net income (loss), respectively, of
9. Odell Corporation quarries limestone at two loca­
tions, crushes it, and sells it to be used in road building. 
The Internal Revenue Code provides for 5% depletion 
on such limestone. Quarry # 1 is leased, the Company 
paying a royalty of $.01 per ton of limestone quarried. 
Quarry # 2  is owned, the Company having paid $100,000 
for the site; the Company estimates that the property 
can be sold for $30,000 after production ceases. Other 
data follow:
Quarry # 1  Quarry # 2
Estimated total reserves,
tons ............................  30,000,000 100,000,000
Tons quarried through
December 31, 1970 2,000,000
Tons quarried, 1971 . 800,000
Sales, 1971 $600,000
40,000,000
1,380,000
$1,000,000
1971 depletion of Quarry # 1  for financial-reporting pur-
poses is
a. $3,000.
b. $8,000.
c. $30,000.
d. $29,600.
e. None of the above.
10. Assume the same facts as in item 9. 1971 deple­
tion of Quarry # 2  for financial reporting purposes is
a. $0.
b. $1,380.
c. $966.
d. $50,000.
e. None of the above.
11. Assume the same facts as in item 9 except that a 
new engineering study performed early in 1971 indicated 
that as of January 1, 1971, 75,000,000 tons of limestone 
were available in Quarry # 2 . 1971 depletion of Quarry 
# 2  for financial reporting purposes is
a. $2.30 and ($3.45). a. $772.80.
b. $2.00 and ($3.00). b. $840.
c. $2.19 and ($3.29). c. $0.
d. $2.26 and ($3.39). d. $50,000.
e. None of the above. e. None of the above.
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12. Simon Construction Company uses the percentage- 
of-completion method of accounting. In 1970, Simon began 
work under contract #1348, which provided for a contract 
price of $2,000,000. Other details follow:
Costs incurred during the
1970 1971
year ............................
Estimated costs to com­
plete, as of December
$ 300,000 $1,575,000
31 1,200,000 0
Billings during the year 
Collections during the
360,000 1,540,000
year 250,000 1,550,000
The portion of the total contract price to be recognized 
as revenue in 1970 is
a. $320,000.
b. $360,000.
c. $250,000.
d. $400,000.
e. None of the above.
13. Assume the same facts as in item 12 except that 
Simon uses the completed-contract method of accounting. 
The portion of the total contract price to be recognized 
as revenue in 1971 is
a. $1,540,000.
b. $2,000,000,
c. $1,900,000.
d. $1,800,000.
e. None of the above.
14. On July 1, 1966, Wilkerson, Inc., issued at face 
value $100,000 in serial bonds with 5% interest payable 
January 1 and July 1 of each year and principal payable 
$10,000 on July 1 of each year from 1970 through 1979. 
Transactions related to this issue decreased working capital 
during 1971 by
a. $14,250.
b. $14,500.
c. $4,250.
d. $4,500.
e. None of the above.
15. With certain of its products, Hite Foods, Inc., in­
cludes coupons having no expiration date which are re­
deemable in merchandise. In the Company’s experience, 
40% of such coupons are redeemed. The liability for 
unredeemed coupons at December 31, 1970, was $9,000. 
During 1971, coupons worth $18,000 were issued and mer­
chandise worth $8,000 was distributed in exchange for 
coupons redeemed. The December 31, 1971, balance sheet 
should include a liability of
a. $9,800.
b. $13,000.
c. $8,200.
d. $7,600.
e. None of the above.
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Number 2 (Estimated time— 50 to 60 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of managerial accounting problems.
In determining your answer to each item consider the in­
formation given in the preceding lettered statement of facts 
or data. Use a soft pencil, preferably # 2 ,  to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Your grade will be determined from your total of correct 
answers.
Items to be Answered
A. The Groomer Company manufactures two products, 
Florimene and Glyoxide, used in the plastics industry. The 
Company uses a flexible budget in its standard cost system 
to develop variances. Selected data follow:
Data on standard costs: 
Raw material per unit
Direct labor per unit
V ariab le  fac to ry  
overhead per unit
Fixed factory over­
head per month
Normal activity per 
month
Units produced in Sep­
tember
Costs incurred for Sep­
tember:
Raw material ........
Direct labor
V ariab le  fac to ry  
overhead
Fixed factory over­
head ...................
Florimene
3 pounds at 
$1.00 per 
pound
5 hours at 
$2.00 per 
hour
$3.20 per di­
rect labor 
hour
$20,700
5,750 direct 
labor hours
1,000
3,100 pounds 
at $.90 
per pound
4,900 hours 
at $1.95 
per hour
$16,170
$20,930
Glyoxide
4 pounds at 
$1.10 per 
pound
6 hours at 
$2.50 per 
hour
$3.50 per di­
rect labor 
hour
$26,520
7,800 direct 
labor hours
1,200
4,700 pounds 
at $1.15 
per pound
7,400 hours 
at $2.55 
per hour
$25,234
$26,400
16. The total variances to be explained for both prod­
ucts for September are
a. Florimene, $255 favorable; Glyoxide, $909 unfa­
vorable.
b. Florimene, $7,050 favorable; Glyoxide, $6,080 
favorable.
c. Florimene, $4,605 favorable; Glyoxide, $3,131 fa­
vorable.
d. Florimene, $2,445 unfavorable; Glyoxide, $2,949 
unfavorable.
e. None of the above.
17. The labor efficiency variances for both products 
for September are
a. Florimene, $195 favorable; Glyoxide, $510 unfa­
vorable.
b. Florimene, $1,700 favorable; Glyoxide, $1,000 
favorable.
c. Florimene, $200 favorable; Glyoxide, $500 unfa­
vorable.
d. Florimene, $195 favorable; Glyoxide, $510 favor­
able.
e. None of the above.
18. The labor rate variances for both products for 
September are
a. Florimene, $245 favorable; Glyoxide, $370 unfa­
vorable.
b. Florimene, $200 favorable; Glyoxide, $500 un­
favorable.
c. Florimene, $1,945 favorable; Glyoxide, $630 
favorable.
d. Florimene, $245 unfavorable; Glyoxide, $370 fa­
vorable.
e. None of the above.
19. The spending variances for variable overhead for 
both products for September are
a. Florimene, $490 unfavorable; Glyoxide, $666 
favorable.
b. Florimene, $167 unfavorable; Glyoxide, $35 unfa­
vorable.
c. Florimene, $170 unfavorable; Glyoxide, $34 un­
favorable.
d. Florimene, $1,900 favorable; Glyoxide, $1,960 
favorable.
e. None of the above.
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Totals
Product
P
Product
Q
Product
R
Product
S
Sales .................................................. $62,600 $10,000 $18,000 $12,600 $22,000
Cost of goods s o ld .......................... 44,274 4,750 7,056 13,968 18,500
Gross p ro fit ..................................... 18,326 5,250 10,944 (1,368) 3,500
Operating expenses.......................... 12,012 1,990 2,976 2,826 4,220
Income before income ta x e s ........... $ 6,314 $ 3,260 $ 7,968 $(4,194) $ (720)
Units s o ld ......................................... 1,000 1,200 1,800 2,000
Sales price per u n i t .......................... $ 10.00 $ 15.00 $ 7.00 $ 11.00
Variable cost of goods sold per unit $ 2.50 $ 3.00 $ 6.50 $ 6.00
Variable operating expenses per unit $ 1.17 $ 1.25 $ 1.00 $ 1.20
Each of the following proposals is to be considered inde­
pendently of the other proposals. Consider only the product 
changes stated in each proposal; the activity of other 
products remains stable. Ignore income taxes.
20. If product R is discontinued, the effect on income 
will be
a. $900 increase.
b. $4,194 increase.
c. $12,600 decrease.
d. $1,368 increase.
e. None of the above.
21. If product R is discontinued and a consequent loss 
of customers causes a decrease of 200 units in sales of Q, 
the total effect on income will be
a. $15,600 decrease.
b. $2,866 increase.
c. $2,044 increase.
d. $ 1,250 decrease.
e. None of the above.
22. If the sales price of R is increased to $8 with 
a decrease in the number of units sold to 1,500, the effect 
on income will be
a. $2,199 decrease.
b. $600 decrease.
c. $750 increase.
d. $2,199 increase.
e. None of the above.
23. The plant in which R is produced can be utilized 
to produce a new product, T. The total variable costs and 
expenses per unit of T are $8.05, and 1,600 units can be 
sold at $9.50 each. If T is introduced and R  is discontinued, 
the total effect on income will be
a. $2,600 increase.
b. $2,320 increase.
c. $3,220 increase.
d. $1,420 increase.
e. None of the above.
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24. Part of the plant in which P is produced can easily 
be adapted to the production of S, but changes in quanti­
ties may make changes in sales prices advisable. If pro­
duction of P is reduced to 500 units (to be sold at $12 
each) and production of S is increased to 2,500 units (to 
be sold at $10.50 each), the total effect on income will be
a. $1,765 decrease.
b. $250 increase.
c. $2,060 decrease.
d. $1,515 decrease.
e. None of the above.
25. Production of P can be doubled by adding a second 
shift, but higher wages must be paid, increasing variable 
cost of goods sold to $3.50 for each of the additional units. 
If the 1,000 additional units of P can be sold at $10 
each, the total effect on income will be
a. $10,000 increase.
b. $5,330 increase.
c. $6,500 increase.
d. $2,260 increase.
e. None of the above.
C. The Dilly Company marks up all merchandise at 
25% of gross purchase price. All purchases are made on 
account with terms of 1/10, ne t/60. Purchase discounts, 
which are recorded as miscellaneous income, are always 
taken. Normally, 60% of each month’s purchases are paid 
for in the month of purchase while the other 40% are paid 
during the first 10 days of the first month after purchase. 
Inventories of merchandise at the end of each month are 
kept at 30% of the next month’s projected cost of goods 
sold.
Terms for sales on account are 2/10, net/30. Cash sales 
are not subject to discount. Fifty percent of each month’s 
sales on account are collected during the month of sale, 
45% are collected in the succeeding month, and the re­
mainder are usually uncollectible. Seventy percent of the 
collections in the month of sale are subject to discount 
while 10% of the collections in the succeeding month are 
subject to discount.
Projected sales data for selected months follow:
Sales on
Account— Gross Cash Sales
December ......... $1,900,000 $400,000
January 1,500,000 250,000
February ........... 1,700,000 350,000
March ...............  1,600,000 300,000
26. Projected gross purchases for January are
a. $1,400,000.
b. $1,470,000.
c. $1,472,000.
d. $1,248,000.
e. None of the above.
27. Projected inventory at the end of December is
a. $420,000.
b. $441,600.
c. $552,000.
d. $393,750.
e. None of the above.
28. Projected payments to suppliers during February 
are
a. $1,551,200.
b. $1,535,688.
c. $1,528,560.
d. $1,509,552.
e. None of the above.
29. Projected sales discounts to be taken by customers 
making remittances during February are
a. $5,250.
b. $15,925.
c. $30,500.
d. $11,900.
e. None of the above.
30. Projected total collections from customers during 
February are
a.   $1,875,000.
b. $1,861,750.
c. $1,511,750.
d. $1,188,100.
e. None of the above.
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Number 3 (Estimated time— 50 to 60 minutes)
You have been assigned to prepare selected schedules 
to be used in preparing the joint federal income tax return 
of Mr. and Mrs. Taxpayer for the year ended December 
31, 1971. Your firm has prepared federal corporation tax 
returns for Family Growth, Inc. (FGI), incorporated April 
1, 1965, by Mr. Taxpayer and Mr. Father-in-law.
You have collected the following information from the 
firm’s files, corporate records, and information supplied to 
you by Mr. and Mrs. Taxpayer.
1. Mr. Taxpayer was 67 and Mrs. Taxpayer was 55 
at December 31, 1971.
2. On April 4, 1971, Mr. Taxpayer sold 600 shares 
and Mrs. Taxpayer sold 100 shares (their total holdings) 
of FGI to Mr. Outsider for $200,000. Of the sales amount, 
$100,000 was received on the date of sale. The balance 
is payable in five, equal, annual installments plus interest at 
8% on the unpaid balance commencing January 15, 1972. 
Background on these corporate holdings follow.
a. At incorporation, Mr. Taxpayer transferred $60,000 
cash to the corporation solely in exchange for 600 
shares of its voting common stock.
b. At incorporation, Mr. Father-in-law, formerly in 
business as a sole proprietor, transferred land, ma­
chinery, and equipment of his sole proprietorship 
to the corporation solely in exchange for 400 shares 
of its voting common stock. At transfer these assets 
had a fair-market value of $40,000 and an ad­
justed tax basis of $21,500. The machinery and 
equipment had been purchased January 1, 1962, 
for $15,000. On April 1, 1965, the date of incor­
poration, it had an adjusted tax basis of $8,000 
and a fair-market value of $13,000.
c. At incorporation, Mr. Taxpayer and Mr. Father- 
in-law owned all of the outstanding voting common 
stock of FGI, the only stock outstanding.
d. Proper consents were filed for FGI to elect to be 
taxed under Subchapter S beginning with the tax­
able year ending March 31, 1967.
e. On April 10, 1968, Mr. Father-in-law sold 300 
shares of his FGI stock ex-dividend to Mr. Outsider 
for $62,000. Mr. Outsider did not consent to the 
Corporation’s Subchapter S election.
f. On July 17, 1968, Mr. Father-in-law transferred 
his remaining 100 shares of FGI stock to Mrs. 
Taxpayer. The gift had a fair-market value of 
$22,000. Mr. Father-in-law paid $2,650 federal 
gift taxes with respect to the gift.
g. The table below provides data regarding FGI’s tax­
able income and cash dividend payments.
Taxable 
Year Ended 
March 31
Taxable
Income
(Loss)
Cash Dividends Paid
Amount Date
1966 $(6,000) $ — —
1967 50,000 16,000 March 28, 1967
1968 44,000 24,500 April 12, 1968
1969 25,000 12,000 April 10, 1969
1970 33,500 17,000 April 6, 1970
1971 61,000 32,000 March 19, 1971
3. Until March 31, 1971, Mr. Taxpayer was president 
of FGI and received a salary of $2,500 per month. The 
corporation also paid 50% of Mr. Taxpayer’s medical in­
surance premiums pursuant to an Employee Group Medical 
Insurance Plan. The total monthly premium was $40. 
All salary and fringe benefits ceased after March 31, 1971.
4. Social security benefits received by Mr. Taxpayer 
during 1971 subsequent to his employment termination 
totaled $1,790.
5. Mr. Taxpayer received $1,950 interest in 1971 on 
a $17,500 loan to his brother, a resident of Peru. The loan 
was used by the brother to purchase equipment in Peru 
for use in his business there.
6. Form 1099s received by Mr. and Mrs. Taxpayer
for 1971 revealed the following:
Payer Description Amount
American Buyers, Inc. (Mr.) Dividend $ 900
Western Manufacturing, Inc. (Mrs.) Dividend 350
Central Savings and Loan (Joint) Dividend 1,200
Growth Mutual Fund (Joint) Dividend 250
Growth Mutual Fund (Joint) Long-term
capital gain 150
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7. Effective January 1, 1952, Mr. Taxpayer executed 
a land lease with Clint, Inc. The land was vacant at the 
inception of the lease. The lease provided for an annual 
rental of $9,500 payable on January 1 of each year. The 
lease term was to end December 31, 1971. During 1954, 
Clint, Inc., asked for and received permission to erect a 
building on the leased land for its use during the term of 
the lease and to be abandoned upon termination. The build­
ing cost $105,000 and had a useful life of 40 years with 
no salvage value. The lease terms were complied with and 
Mr. Taxpayer reassumed possession December 31, 1971. 
At that date, the building erected by Clint, Inc., had a fair- 
market value of $45,000.
8. On August 16, 1971, Mr. Taxpayer granted an 
option for $7,000 to Ace Rental Co. to purchase the land 
and building then subject to the lease by Clint, Inc., for 
$150,000. The option was exercisable on or before No­
vember 15, 1971, with the sale closing to take place on 
January 3, 1972. The option was not exercised.
9. On December 1, 1971, Mr. Taxpayer borrowed 
$35,000 from City Bank and Trust Co., pledging the land 
and improvements (described in 7 and 8 above) as secur­
ity for the loan. On December 31, 1971, Mr. Taxpayer 
exchanged the land and improvements subject to the mort­
gage owing to City Bank and Trust Co. to Bullock En­
gineering, Inc., for a piece of vacant land having a fair- 
market value of $125,000. Mr. Taxpayer had purchased 
the land in 1935 for $37,500.
Required:
Prepare schedules in good form for Mr. and Mrs. Tax­
payer as follows:
a. Taxable income (before personal exemptions and 
deductions) other than capital gains and losses.
b. Capital gains and losses.
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Number 4 (Estimated time— 40 to 50 minutes)
Nickles, Inc., a manufacturer of restaurant and kitchen 
equipment, was incorporated in 1940. Its stock is closely 
held. You have been assigned to analyze certain trans­
actions affecting a portion of the income statement and 
the stockholders’ equity section of Nickles, Inc., and its 
subsidiaries. In accomplishing this assignment income taxes 
and earnings per share calculations are to be ignored.
The stockholders’ equity section of the balance sheet at 
September 30, 1971, and the income statement for the year 
then ended follow. At that time, Nickles held no invest­
ments in other corporations.
Stockholders’ Equity
$1 cumulative preferred stock, par 
value $15 per share, shares au­
thorized 500,000; issued and out­
standing 4,000 $ 60,000
Common stock, $10 par value 
per share, shares authorized 
1,000,000; issued and outstand­
ing 110,000 ..............................  1,100,000
Retained earnings 622,000
Total stockholders’ equity $1,782,000
Income Statement
Sales $1,050,000
Cost of goods sold . 725,000
Gross operating income 325,000
Selling, general, and administra­
tive expenses 135,000
Net income ..................................... $ 190,000
Additional information:
1. On May 1, 1971, an empty warehouse with a book 
and fair-market value of $145,000 was completely de­
stroyed by fire. Though the building was insured, the 
insurance company refused to pay for the loss. Nickles, 
Inc., immediately instigated litigation, and management was 
confident of winning; hence, no provision was made for 
a possible loss in fiscal 1971. The trial was completed 
October 5, 1972, finding for the insurance company.
2. The 4,000 shares of preferred stock were issued 
for cash at incorporation, and no other preferred shares 
have been issued prior to fiscal 1972. No dividends have 
been declared on the common stock prior to fiscal 1972.
3. Nickles’ capital stock transactions during fiscal 
1972 were:
a. Preferred stock: On September 30, 1972, 8,000 
shares were issued to the stockholders of Wixon, 
Inc., to acquire 100% of the outstanding common 
stock of the corporation which has a year end of 
September 30. The fair value of Wixon at acquisi­
tion was $140,000.
b. Common stock:
January 17, 1972—Sold 4,500 shares for cash to 
Horace Edwards at $25 per share.
May 5, 1972—Sold 5,500 shares for cash to James 
Morgan at $25 per share.
September 14, 1972—Purchased dissident stock­
holder Edwards’ 4,500 shares at $27 per share. 
The shares are to be held as treasury shares and 
accounted for at cost. (Edwards violently opposed 
Nickles’ expansion program. It was necessary to 
pay a $2 premium to eliminate his interest.)
September 28, 1972—Contracted with Charles 
Trenton for the sale of 10,000 previously un­
issued shares at $25 per share to be issued when 
purchase price fully paid. At September 30, only 
$195,000 had been paid. Trenton agreed to pay 
the balance on or before November 3, 1972.
September 30, 1972—Issued 51,000 previously un­
issued shares to the stockholders of Acme, Inc. 
in exchange for 100% of the outstanding com­
mon stock of the corporation which has a year 
end of September 30.
4. Dividends declared by Nickles during fiscal 1972 
were:
a. Preferred stock—A cash dividend of $1 per share 
was declared on May 15, 1972, for shares of record 
on May 27, 1972, and paid on June 12, 1972. 
There were no dividends in arrears on preferred 
stock at September 30, 1972.
b. Common stock—A cash dividend of $1.25 per 
share and a 2% common stock dividend were de­
clared on September 15, 1972, for shares of record 
on September 27, 1972, and payable October 10,
1972.
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5. Data on Acme and Wixon:
a. Both corporations are authorized to issue only no- 
par-value common stock. Data applicable at Sep­
tember 30, 1970 and 1972, (no change) follow:
Acme Wixon
Shares authorized 50,000 25,000
Shares issued and
outstanding 34,000 2,500
Dollar balance in 
the com m on 
stock account $631,000 $105,000
b. An analysis of retained earnings (deficit) for the 
two years ended September 30, 1972, follows:
Acme Wixon
Balance Septem­
ber 30, 1970 $(147,000) $ 32,000
Net income [loss] 
(also net oper­
ating incom e 
[loss] ) for the 
year ended Sep- 
30, 1971 112,000 (15,000)
September 30, 
1972 125,000 ( 6,000)
Balance Septem­
ber 30, 1972 . $ 90,000 $ 11,000
c. Prior to September 30, 1972, Acme and Wixon 
have never had any intercompany transactions 
with Nickles or between each other.
6. Nickles’ unconsolidated net income (also net oper­
ating income) was $215,000 for the year ended September 
30, 1972.
7. You have previously determined that the acquisi­
tions of Acme and Wixon must be accounted for as a pool­
ing of interests and a purchase respectively.
Required:
a Prepare a comparative consolidated statement of 
income beginning with net operating income and arriving 
at net income for the years ended September 30, 1972 and 
1971. This statement should be supported by a schedule 
calculating consolidated net operating income.
b. Assuming a consolidated net income of $405,000 
and $240,000 for the years ended September 30, 1972 
and 1971, respectively, prepare a comparative stockholders’ 
equity section of the consolidated balance sheet for the 
years ended September 30, 1972 and 1971. This state­
ment should be supported by the following schedules pre­
sented in the order given:
• Changes in preferred stock account.
• Changes in common stock account.
• Calculation of number of shares to be issued for 
common stock dividend.
• Calculation of paid-in-capital in excess of par.
• Changes in retained earnings.
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Number 5 (Estimated time—40 to 50 minutes)
The City of Happy Hollow has engaged you to examine 
its financial statements for the year ended December 31, 
1971. The City was incorporated as a municipality and 
began operations on January 1, 1971. You find that a 
budget was approved by the City Council and was recorded, 
but that all transactions have been recorded on the cash 
basis. The bookkeeper has provided an Operating Fund 
trial balance. Additional information is given below:
1. Examination of the appropriation-expenditure 
ledger revealed the following information:
Budgeted Actual
Personal services $ 45,000 $38,500
Supplies 19,000 11,000
Equipment 38,000 23,000
Totals $102,000 $72,500
2. Supplies and equipment in the amounts of $4,000 
and $10,000, respectively, had been received, but the 
vouchers had not been paid at December 31.
3. At December 31, outstanding purchase orders for 
supplies and equipment not yet received were $ 1,200 and 
$3,800, respectively.
4. The inventory of supplies on December 31 was 
$1,700 by physical count. The decision was made to record 
the inventory of supplies. A city ordinance requires that 
expenditures are to be based on purchases, not on the 
basis of usage.
5. Examination of the revenue subsidiary ledger re­
vealed the following information:
Budgeted Actual
Property taxes $102,600 $ 96,000
Licenses 7,400 7,900
Fines 4,100 4,500
Totals $114,100 $108,400
It was estimated that 5% of the property taxes would 
not be collected. Accordingly, property taxes were levied 
in an amount so that collections would yield the budgeted 
amount of $102,600.
6. On November 1, 1971, Happy Hollow issued 8% 
General Obligation Term Bonds with $200,000 face value 
for a premium of $3,000. Interest is payable each May 1 
and November 1 until the maturity date of November 1, 
1985. The city council ordered that the cash from the 
bond premium be set aside and restricted for the eventual 
retirement of the debt principal. The bonds were issued 
to finance the construction of a city hall, but no contracts 
had been let as of December 31.
Required:
a. Complete the worksheet on page 81, showing 
adjustments and distributions to the proper funds or groups 
of accounts in conformity with generally accepted account­
ing principles applicable to governmental entities. (Formal 
adjusting entries are not required.)
b. Identify the financial statements that should be 
prepared for the General Fund. (You are not required to 
prepare these statements.)
c. Draft formal closing entries for the General Fund.
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
Uniform Certified Public Accountant Examination
Examination in Auditing
November 2, 1972; 8:30 a.m . to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
All questions are required:
No. 1 ......................................................................................................
No. 2 ......................................................................................................
No. 3 .......................................................................................................
No. 4 ......................................................................................................
No. 5 ......................................................................................................
No. 6 ......................................................................................................
No. 7 ......................................................................................................
Minimum Maximum
25 30
25 30
25 30
25 30
25 30
25 30
25 30
175 210Total for examination .............................................................
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required 
for an answer, write “continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers they 
should be numbered 1 through 12.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY 
IN ACCOUNTING WORK.
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Number 1 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer choice for each of the following 
items relating to auditing standards and the auditor’s opinion 
on financial statements. Use a soft pencil, preferably # 2 , 
to blacken the appropriate space on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Your grade will be determined from 
your total of correct answers.
The following is an example of the manner in which the 
answer sheet should be marked:
Item
96. In an audit the CPA would not foot the
a. Cash book.
b. Chart of accounts.
c. Payroll book.
d. Trial balance of accounts receivable.
Answer Sheet
96. a ........... b . _  c . ............ d...............
Items to be Answered
1. A CPA will issue an adverse auditor’s opinion if
a. The scope of his examination is limited by the
client.
b. His exception to the fairness of presentation is so 
material that an “except for” opinion is not justi­
fied.
c. He did not perform sufficient auditing procedures 
to form an opinion on the financial statements 
taken as a whole.
d. Such major uncertainties exist concerning the com­
pany’s future that a “subject to” opinion is not 
justified.
2. An auditor will express an “except for” opinion if
a. The client refuses to provide for a probable federal 
income tax deficiency that is material.
b. The degree of uncertainty associated with the client 
company’s future makes a “subject to” opinion 
inappropriate.
c. He did not perform procedures sufficient to form 
an opinion on the consistency of application of 
generally accepted accounting principles.
d. He is basing his opinion in part upon work done by 
another auditor.
3. John Greenbaum, CPA, provides bookkeeping ser­
vices to Santa Fe Products Co. He also is a director of 
Santa Fe and performs limited auditing procedures in 
connection with his preparation of Santa Fe’s financial 
statements. Greenbaum’s report accompanying these finan­
cial statements should include a
a. Detailed description of the limited auditing pro­
cedures performed.
b. Complete description of the relationships with 
Santa Fe that imperil Greenbaum’s independence.
 c. Disclaimer of opinion and statement that financial 
statements are unaudited on each page of the finan­
cial statements.
d. Qualified opinion because of his lack of indepen­
dence together with such assurance as his limited 
auditing procedures can provide.
4. It was impracticable for a CPA to observe the 
physical inventory that his client conducted on the balance- 
sheet date. The CPA satisfied himself as to inventory 
quantities by other procedures. These procedures included 
making some physical counts of the inventory a week later 
and applying appropriate tests to intervening transactions. 
In his report on the financial statements the CPA
a. Must disclose the modification of the scope of his 
examination and express a qualified opinion.
b. Must disclose the modification of the scope of his 
examination, but may express an unqualified 
opinion.
c. May omit reference to any modification of the 
scope of his examination and express an unquali­
fied opinion.
d. May omit reference to modification of the scope 
of his examination only if he describes the circum­
stances in an explanatory paragraph or his opinion 
paragraph.
5. In connection with his examination of the financial 
statements of Sacramento Co., a CPA is unable to form 
an opinion as to the proper statement of several accounts. 
A piecemeal opinion may be appropriate if
a. The accounts in question are immaterial in terms 
of Sacramento’s financial position and results of 
operations.
b. The failure to form an opinion is the result of re­
strictions imposed by the client.
c. The piecemeal opinion is accompanied by a quali­
fied opinion on the financial statements taken as 
a whole.
d. In the auditor’s judgment, the piecemeal opinion 
will serve a useful purpose.
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6. For purposes of expressing a piecemeal opinion, 
the threshold of materiality ordinarily is
a. Higher (i.e., larger amounts are immaterial) because 
the auditor is not expressing an overall opinion on 
financial position and the results of operations.
b. Lower (i.e., smaller amounts are material) be­
cause the individual items stand alone, thus afford­
ing a smaller base.
c. Unchanged from the threshold that the auditor 
would use in expressing an overall opinion on finan­
cial position and the results of operations.
d. Not applicable because piecemeal opinions may be 
used only for accounts that are subject to fairly 
exact quantification.
7. In forming his opinion upon the consolidated 
financial statements of Juno Corp., a CPA relies upon 
another auditor’s examination of the financial statements 
of Hera, Inc., a wholly owned subsidiary whose operations 
constitute 30% of Juno’s consolidated total. Hera’s auditor 
expresses an unqualified opinion on that company’s financial 
statements.
The CPA examining Juno Corp, may be expected to ex­
press an unqualified opinion but refer to the report by the 
other auditor if
a. He concludes, based upon a review of the other 
auditor’s professional standing and qualifications, 
that he is willing to assume the same responsibility 
as though he had performed the audit of Hera’s 
financial statements himself.
b. He is satisfied with the audit scope for the sub­
sidiary, based upon his review of the audit pro­
gram, but his inquiries disclose that the other auditor 
is not independent or lacks professional standing.
c. He is satisfied with the other auditor’s professional 
standing but concludes, based upon a review of 
the audit program, that the audit scope for the 
examination of Hera’s financial statements was 
inadequate.
d. He is satisfied with the other auditor’s professional 
reputation and audit scope but is unwilling to 
assume responsibility for the other auditor’s work 
to the same extent as though he had performed 
the work himself.
8. If a principal auditor decides that he will refer in 
his report to the examination of another auditor, he is 
required to disclose the
a. Name of the other auditor.
b. Nature of his inquiry into the other auditor’s pro­
fessional standing and extent of his review of the 
other auditor’s work.
c. Portion of the financial statements examined by 
the other auditor.
d. Reasons why he is unwilling to assume responsi­
bility for the other auditor’s work.
9. A CPA, conducting his first examination of the 
financial statements of Apollo Corporation, is considering 
the propriety of reducing his work by consulting with the 
predecessor auditoi and reviewing the predecessor’s work­
ing papers. This procedure is
a. Acceptable.
b. Required if the new auditor is to render an un­
qualified opinion.
c. Acceptable only if the CPA refers in his report to 
his reliance upon the predecessor auditor’s work.
d. Unacceptable because the CPA should bring an 
independent viewpoint to a new engagement.
10. The statement that best expresses the auditor’s re­
sponsibility with respect to events occurring between the 
balance-sheet date and the end of his examination is that
a. The auditor has no responsibility for events occur­
ring in the subsequent period unless these events 
affect transactions recorded on or before the bal­
ance-sheet date.
b. The auditor’s responsibility is to determine that a 
proper cutoff has been made and that transactions 
recorded on or before the balance-sheet date actu­
ally occurred.
c. The auditor is fully responsible for events occur­
ring in the subsequent period and should extend 
all detailed procedures through the last day of 
field work.
d. The auditor is responsible for determining that a 
proper cutoff has been made and performing a 
general review of events occurring in the subse­
quent period.
11. An auditor’s unqualified short-form report
a. Implies only that items disclosed in the financial 
statements and footnotes are properly presented 
and takes no position on the adequacy of dis­
closure.
b. Implies that disclosure is adequate in the financial 
statements and footnotes.
c. Explicitly states that disclosure is adequate in the 
financial statements and footnotes.
d. Explicitly states that all material items have been 
disclosed in conformity with generally accepted 
accounting principles.
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12. On August 15, 1972, a CPA completed field work 
on an examination of the financial statements of the Chey­
enne Corporation for the year ended June 30, 1972. On 
September 1, 1972, before issuance of the CPA’s report 
on the financial statements, an event occurred that the CPA 
and Cheyenne agree should be incorporated by footnote 
in the financial statements for the year ended June 30, 
1972. The CPA has not otherwise reviewed events sub­
sequent to the completion of field work. The CPA’s report 
should be dated:
a. September 1.
b. June 30, except for the footnote, which should be 
dated September 1.
c. August 15.
d. August 15, except for the footnote, which should 
be dated September 1.
For items 13 to 18 assume that a CPA is expressing an 
opinion on Azalea Company’s financial statements for the 
year ended September 30, 1972, that he completed field 
work on October 21, 1972, and that he now is preparing 
his opinion to accompany the financial statements. In each 
item a “subsequent event” is described. This event either 
was disclosed to the CPA in connection with his review of 
subsequent events or after the completion of field work. 
You are to indicate in each case the required financial-state­
ment disclosure of this event. Each of the six cases is 
independent of the other five and is to be considered 
separately. Your answer choice for each item 13 to 18 
should be selected from the following responses:
a. No financial-statement disclosure necessary.
b. Disclosure in a footnote to the financial statements.
c. Adjustment of the financial statements for the year 
ended September 30, 1972.
d. Disclosure by means of supplemental, pro forma 
financial data.
13. A large account receivable from Taylor Industries 
(material to financial-statement presentation) was con­
sidered fully collectible at September 30, 1972. Taylor 
suffered a plant explosion on October 25, 1972. Since 
Taylor was uninsured, it is unlikely that the account will 
be paid.
14. The Tax Court ruled in favor of the Company on 
October 25, 1972. Litigation involved deductions claimed 
on the 1969 and 1970 tax returns. Azalea had provided 
in Accrued Taxes Payable for the full amount of the poten­
tial disallowances. The Internal Revenue Service will not 
appeal the Tax Court’s ruling.
15. Based on a directors’ resolution on October 5, 1972, 
Azalea’s common stock was split 3-for-1 on October 10, 
1972. Azalea’s earnings per share have been computed 
based upon common shares outstanding at September 30, 
1972.
16. Azalea’s manufacturing division, whose assets con­
stituted 75% of Azalea’s total assets at September 30, 
1972, was sold on November 1, 1972. The new owner 
assumed the bonded indebtedness associated with this 
property.
17. On October 15, 1972, a major investment adviser 
issued a pessimistic report on Azalea’s long-term prospects. 
The market price for Azalea’s common stock subsequently 
declined by 50%.
18. At its October 5, 1972, meeting, Azalea’s Board 
of Directors voted to double the advertising budget for the 
coming year and authorized a change in advertising 
agencies.
Number 2 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer choice for each of the following 
items relating to auditing procedures and the conduct of 
the auditor’s examination of financial statements. Use a 
soft pencil, preferably # 2 , to blacken the appropriate space 
on the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Your grade 
will be determined from your total of correct answers.
Items to be Answered
Items 19 to 24 relate to internal control and the review 
of internal control that the CPA conducts in connection 
with his examination of financial statements.
19. Of the following, the best statement of the CPA’s 
primary objective in reviewing internal control is that the 
review is intended to provide
a. Reasonable protection against client fraud and de­
falcations by client employees.
b. A basis for reliance on the system and determining 
the scope of other auditing procedures.
c. A basis for constructive suggestions to the client 
for improving his accounting system.
d. A method for safeguarding assets, checking the 
accuracy and reliability of accounting data, pro­
moting operational efficiency, and encouraging 
adherence to prescribed managerial policies.
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20. A company holds bearer bonds as a short-term 
investment. Custody of these bonds and submission of 
coupons for interest payments normally is the responsibility
of the
a. Treasury function.
b. Legal counsel.
c. General-accounting function.
d. Internal-audit function.
21. Operating control of the check-signing machine
normally should be the responsibility of the
a. General-accounting function.
b. Treasury function.
c. Legal counsel.
d. Internal-audit function.
22. Matching the supplier’s invoice, the purchase order, 
and the receiving report normally should be the responsi­
bility of the
a. Warehouse-receiving function.
b. Purchasing function.
c. General-accounting function
d. Treasury function.
23. A CPA learns that his client has paid a vendor 
twice for the same shipment, once based upon the original 
invoice and once based upon the monthly statement. A 
control procedure that should have prevented this duplicate 
payment is
a. Attachment of the receiving report to the disburse­
ment support.
b. Prenumbering of disbursement vouchers.
c. Use of a limit or reasonableness test.
d. Prenumbering of receiving reports.
24. A computer programmer has written a program
for updating perpetual-inventory records. Responsibility 
for initial testing (debugging) of the program should be 
assigned to the
a. EDP-department control group.
b. Internal-audit control group.
c. Programmer.
d. Machine operator.
Items 25 to 31 relate to the auditing procedures that a 
CPA performs in connection with his examination of 
financial statements. Each item is independent and should 
be considered separately.
25. On December 31, 1971, a company erroneously 
prepared an account-payable voucher (Dr. Cash, Cr. Ac­
counts Payable) for a transfer of funds between banks. A 
check for the transfer was drawn January 3, 1972. This 
error resulted in overstatements of cash and accounts pay­
able at December 31, 1971.
Of the following procedures, the least effective in dis­
closing this error is review of the
a. December 31, 1971, bank reconciliations for the 
two banks.
b. December 1971 check register.
c. Support for accounts payable at December 31, 
1971.
d. Schedule of interbank transfers.
26. A CPA obtains a January 10 cut-off bank statement 
for his client directly from the bank. Very few of the 
outstanding checks listed on his client’s December 31 
bank reconciliation cleared during the cut-off period. A 
probable cause for this is that the client
a. Is engaged in kiting.
b. Is engaged in lapping.
c. Transmitted the checks to the payees after year-end.
d. Has overstated its year-end bank balance.
27. A CPA observes his client’s physical-inventory 
count on December 31, 1971. There are eight inventory­
taking teams, and a tag system is used. The CPA’s observa­
tion normally may be expected to result in detection of 
which of the following inventory errors:
a. The inventory-takers forget to count all of the 
items in one room of the warehouse.
b. An error is made in the count of one inventory item.
c. Some of the items included in the inventory had 
been received on consignment.
d. The inventory omits items on consignment to 
wholesalers.
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28. Only one of the following four statements, which 
compare confirmation of accounts payable with suppliers 
and confirmation of accounts receivable with debtors, is 
true. The true statement is that
a. Confirmation of accounts payable with suppliers 
is a more widely accepted auditing procedure than 
is confirmation of accounts receivable with debtors.
b. Statistical-sampling techniques are more widely 
accepted in the confirmation of accounts payable 
than in the confirmation of accounts receivable.
c. As compared to the confirmation of accounts pay­
able, the confirmation of accounts receivable will 
tend to emphasize accounts with zero balances at 
balance-sheet date.
d. It is less likely that the confirmation request sent 
to the supplier will show the amount owed him 
than that the request sent to the debtor will show 
the amount due from him.
29. Of the following, the most common argument 
against the use of negative accounts-receivable confirma­
tions is that
a. The cost-per-response is excessively high.
b. Statistical-sampling techniques cannot be applied 
to selection of the sample.
c. Recipients are more likely to feel that the con­
firmation is a request for payment.
d. The implicit assumption that no response indicates 
agreement with the balance may not be warranted.
30. Braginetz Corporation acts as its own registrar and 
transfer agent and has assigned these responsibilities to 
the Company secretary. The CPA primarily will rely 
upon his
a. Confirmation of shares outstanding at year-end with 
the Company secretary.
b. Review of the corporate minutes for data as to 
shares outstanding.
c. Confirmation of the number of shares outstanding 
at year-end with the appropriate state official.
d. Inspection of the stock book at year-end and ac­
counting for all certificate numbers.
31. As part of his search for unrecorded liabilities, a 
CPA examines invoices and accounts-payable vouchers. In 
general this examination may be limited to
a. Unpaid accounts-payable vouchers and unvouch­
ered invoices on hand at the balance-sheet date.
b. Accounts-payable vouchers prepared during the 
subsequent period and unvouchered invoices re­
ceived through the last day of field work whose 
dollar values exceed reasonable amounts.
c. Invoices received through the last day of field work 
(whether or not accounts-payable vouchers have 
been prepared) but must include all invoices of 
any amount received during this period.
d. A reasonable period following the balance-sheet 
date, normally the same period used for the cut­
off bank statement.
Items 32 to 36 apply to an examination by Lee Melinda, 
CPA, of the financial statements of Summit Appliance 
Repair Co. for the year ended June 30, 1972. Summit 
has a large fleet of identically stocked repair trucks. It 
establishes the total quantities of materials and supplies 
stored on the delivery trucks at year-end by physically 
inventorying a random sample of trucks.
Mr. Melinda is evaluating the statistical validity of 
Summit’s 1972 sample. He knows that there were 74 trucks 
in the 1971 required sample. Assumptions about the size, 
variability, specified precision (confidence interval), and 
specified reliability (confidence level) for the 1972 sample 
are given in each of the following five items. You are to 
indicate in each case the effect upon the size of the 1972 
sample as compared to the 1971 sample. Each of the 
five cases is independent of the other four and is to be 
considered separately. Your answer choice for each item 
32 to 36 should be selected from the following responses:
a. Larger than the 1971 sample size.
b. Equal to the 1971 sample size.
c. Smaller than the 1971 sample size.
d. Of a size that is indeterminate based upon the 
assumptions as given,
32. Summit has the same number of trucks in 1972, 
but supplies are replenished more often, meaning that there 
is less variability in the quantity of supplies stored on each 
truck. The specified precision and specified reliability 
remain the same.
Under these assumptions the required sample size for 
1972 should be
33. Summit has the same number of trucks; supplies 
are replenished less often (greater variability); Summit 
specifies the same precision but decides to change the 
specified reliability from 95% to 90%.
Under these assumptions, the required sample size for 
1972 should be
34. Summit has more trucks in 1972. Variability and 
specified reliability remain the same, but with Melinda’s 
concurrence Summit decides upon a wider specified 
precision.
Under these assumptions the required sample size for 
1972 should be
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35. The number of trucks and variability remain the 
same, but with Melinda’s concurrence Summit decides upon 
a wider specified precision and a specified reliability of 
90% rather than 95%.
Under these assumptions the required sample size for 
1972 should be
36. The number of trucks increases, as does the vari­
ability of quantities stored on each truck. The specified re­
liability remains the same, but the specified precision is 
narrowed.
Under these assumptions the required sample size for 
1972 should be
Number 3 (Estimated time— 25 to 30 minutes)
In connection with his examination of the financial 
statements of the Olympia Manufacturing Company, a CPA 
is reviewing procedures for accumulating direct labor hours. 
He learns that all production is by job order and that all 
employees are paid hourly wages, with time-and-one-half 
for overtime hours.
Olympia’s direct labor hour input process for payroll and 
job-cost determination is summarized in the following flow­
chart:
Steps A and C are performed in timekeeping, step B 
in the factory operating departments, step D in payroll 
audit and control, step E in data preparation (keypunch), 
and step F in computer operations.
Required:
For each input processing step A through F:
a. List the possible errors or discrepancies that may 
occur.
b. Cite the corresponding control procedure that should 
be in effect for each error or discrepancy.
Note: Your discussion of Olympia’s procedures should be 
limited to the input process for direct labor hours, 
as shown in steps A through F in the flowchart. 
Do not discuss personnel procedures for hiring, 
promotion, termination, and pay rate authorization. 
In step F do not discuss equipment, computer pro­
gram, and general computer operational controls.
Organize your answer for each input-processing step 
as follows:
Possible Errors Control
Step or Discrepancies Procedures
  
TIME CARDS JOB TICKETS
A B
C
D
TIME CARDS E JOB TICKETS
PAYROLL HOUR 
COMPUTER
S U M M A R Y ___ _
F LABOR HOUR COMPUTER
SUMMARY
Number 4 (Estimated time— 25 to 30 minutes)
Part a. In a properly planned examination of financial 
statements, the auditor coordinates his reviews of specific 
balance-sheet and income-statement accounts.
Required:
Why should the auditor coordinate his examinations of 
balance-sheet accounts and income-statement accounts? 
Discuss and illustrate by examples.
Part b. A properly designed audit program enables the 
auditor to determine conditions or establish relationships 
in more than one way.
Required:
Cite various procedures that the auditor employs that 
might lead to detection of each of the following two 
conditions:
1. Inadequate allowance for doubtful accounts re­
ceivable.
2. Unrecorded retirements of property, plant, and 
equipment.
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Number 5 (Estimated time— 25 to 30 minutes)
The major written understandings between a CPA and 
his client, in connection with an examination of financial 
statements, are the engagement (arrangements) letter and 
the client’s representation letters.
Required:
a. 1. What are the objectives of the engagement (ar­
rangements) letter?
2. Who should prepare and sign the engagement 
letter?
3. When should the engagement letter be sent?
4. Why should the engagement letter be renewed 
periodically?
b. 1. What are the objectives of the client’s representa­
tion letters?
2. Who should prepare and sign the client’s repre­
sentation letters?
3. When should the client’s representation letters be 
obtained?
4. Why should the client’s representation letters be 
prepared for each examination?
c. A CPA’s responsibilities for providing accounting 
services sometimes involve his association with unaudited 
financial statements. Discuss the need in this circumstance 
for:
1. An engagement letter.
2. Client’s representation letters.
Number 6 (Estimated time— 25 to 30 minutes)
The financial statements of the Tiber Company have 
never been audited by an independent CPA. Recently 
Tiber’s management asked Anthony Burns, CPA, to con­
duct a special study of Tiber’s internal control; this study 
will not include an examination of Tiber’s financial state­
ments. Following completion of his special study, Mr. 
Burns plans to prepare a report that is consistent with the 
requirements of Statement on Auditing Procedure No. 49, 
“Reports on Internal Control.”
1. Objectives of review or study.
2. Scope of review or study.
3. Nature and content of reports.
Organize your answer for part b. as follows:
Examination of
Financial Statements Special Study
1. Objective
2. Scope
3. Report
1. Objective
2. Scope
3. Report
c. In connection with a loan application, Tiber plans 
to submit the CPA’s report on his special study of internal 
control, together with its latest unaudited financial state­
ments, to the Fourth National Bank.
Discuss the propriety of this use of the CPA’s report on 
internal control.
Number 7 (Estimated time— 25 to 30 minutes)
The following three statements are representative of atti­
tudes and opinions sometimes encountered by CPAs in 
their professional practices:
1. Today’s audit consists of test checking. This is 
dangerous because test checking depends upon the auditor’s 
judgment, which may be defective. An audit can be relied 
upon only if every transaction is verified.
2. An audit by a CPA is essentially negative and con­
tributes to neither the gross national product nor the gen­
eral well-being of society. The auditor does not create; 
he merely checks what someone else has done.
3. It is important to read the footnotes to financial 
statements, even though they often are presented in tech­
nical language and are incomprehensible. The auditor may 
reduce his exposure to third-party liability by stating 
something in the footnotes that contradicts completely what 
he has presented in the balance sheet or income statement.
Required: Required:
a. Describe the inherent limitations that should be 
recognized in considering the potential effectiveness of any 
system of internal control.
b. Explain and contrast the review of internal control 
that Mr. Burns might make as part of an examination of 
financial statements with his special study of Tiber’s in­
ternal control, covering each of the following:
Evaluate each of the above statements and indicate:
a. Areas of agreement with the statement, if any.
b. Areas of misconception, incompleteness or fallacious 
reasoning included in the statement, if any.
Complete your discussion of each statement (both parts 
a and b) before going on to the next statement.
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(Commercial Law)
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NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
No. 1 ........................................................
No. 2 ......................................................................................................
No. 3 ......................................................................................................
No. 4 ......................................................................................................
No. 5 ....................................................................................................
No. 6 ......................................................................................................
No. 7 ......................................................................................................
No. 8 ...............................................................................................
Total for examination
Estimated Minutes
Minimum Maximum
20 25
20 25
20 25
25 30
20 25
20 25
20 25
25 30
170 210
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required for 
an answer, write “continued” at the bottom of the 
page. Number pages consecutively. For instance, 
if 12 pages are used for your answers they should 
be numbered from 1 through 12.
The printed answer sheet provided for objective-type 
items should be considered to be Page 1.
DISREGARD OF THESE INSTRUCTIONS MAY BE  
IN ACCOUNTING WORK.
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
CONSIDERED AS INDICATING INEFFICIENCY
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Number 1 (Estimated time— 20 to 25 minutes)
Instructions
Each of the lettered statements of facts below is followed 
by numbered sentences that state legal conclusions relat­
ing to those facts. You are to determine whether each legal 
conclusion is true or false according to the general princi­
ples of partnership and trust law. Use a soft pencil, pref­
erably # 2 , to blacken the appropriate space on the sepa­
rate printed answer sheet to indicate your answer. Your 
grade will be determined from your total of correct answers 
less a penalty of approximately one half for each of your 
incorrect answers; an omitted answer will not be considered 
an incorrect answer.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
X. Edward and Arnold, two brothers, inherited their 
deceased father’s factory under the provisions of his will. 
The will provided that the brothers were to own the fac­
tory jointly and run it as partners. Edward and Arnold 
decided, however, that they did not wish to be partners. 
Instead, it was agreed between them that Edward, the 
older brother, would employ Arnold and pay him a por­
tion of the profits from the business as a salary. Later 
Edward and Arnold decided that a partnership would be 
better, and they orally agreed to be partners. A lawyer 
later drew a formal partnership agreement for the brothers. 
After executing the partnership agreement and leaving the 
lawyer’s office, Edward and Arnold orally agreed to change 
the terms of the agreement.
101. Edward and Arnold became partners when their 
father’s will took effect at his death.
102. Edward and Arnold became obligated at the time 
their father executed his will to become partners 
upon his death.
103. The arrangement for Edward to employ Arnold 
did not constitute a partnership.
104. A partnership was created prior to the execution of 
the written partnership agreement by the oral agree­
ment between Edward and Arnold.
105. The written partnership agreement could not be 
orally modified.
Answer Sheet
10.1. T F
102. T F
103. T F
104. T F
105. T F
Items to be Answered
A. You have been engaged to examine the financial 
statements of the Apex Manufacturing Company. Your
examination revealed that the Company is owned equally 
by Gerald Peters, George Jackson, and Donald Wells, evi­
denced by 1,000 shares of no-par stock held by each. How­
ever, your examination further disclosed that the owners 
have never filed incorporation papers in any jurisdiction. 
All three owners are actively engaged in the conduct of 
the business. The Company borrowed $10,000 from 
William Wells, Donald’s brother, secured by a corporate 
note signed by “Donald Wells, President.” All three owners 
signed individually as sureties on the note.
1. Since the owners of Apex intended to create a cor­
poration, they could assert successfully the de facto 
corporation doctrine in defending suits by the Com­
pany’s creditors against them personally.
2. Apex Manufacturing Company is not a de jure 
corporation.
3. The attorney general of the state in which Apex 
maintains its home office can obtain a court order 
prohibiting the Company from doing business as a 
corporation.
4. William Wells would be able to proceed success­
fully against the individuals even if a de jure cor­
poration were created.
5. Taking the facts as stated, the owners could estab­
lish that they created a valid limited partnership.
6. In fact, the three owners are operating as a general 
partnership with each having personal liability for 
the Company’s debts.
B. Charles Jones, Franklin Jones, Harry Small, and 
Robert Wax are general partners in Jones & Son, Gen­
eral Contractors. Each partner contributed $25,000 in 
capital. In addition, Wax loaned the partnership $50,000. 
Profits and losses are shared equally. Liabilities to outside 
creditors exceed partnership assets by $50,000. The part­
nership is in the process of dissolution and liquidation.
7. Wax has a right to repayment of his loan prior to 
the distribution of any assets to the firm’s creditors.
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8. The partnership's resulting deficit will be shared 
equally after repayment of Wax’s loan.
9. By operation of law, partnership dissolution occurs 
when the partnership or an individual partner is 
bankrupt.
10. Assuming Wax was a bona fide limited partner 
(instead of a general partner), he would not have 
any personal liability for partnership debts.
11. Again, assuming that Wax is a bona fide limited 
partner, his loan will rank equally with other similar 
outside creditors’ loans according to limited part­
nership law.
12. A limited partnership cannot be created validly 
unless the parties have complied with the jurisdic­
tion’s limited partnership law.
C. You are examining the financial statements of the 
general partnership of Walter Lamb, Martin Fox, and 
Henry Farr. Your examination of the signed partnership 
agreement reveals that the agreement contains only the 
following provisions:
• The partnership was created on January 3, 1972.
• The purpose of the partnership was to assemble and 
sell lamps.
• Messrs. Lamb and Fox were to contribute $10,000 
each, and Mr. Farr was to contribute $20,000 to 
partnership capital.
• Mr. Lamb was to devote full-time, while Messrs. Fox 
and Farr were to devote half-time to the operation 
of the partnership. Partnership profit before any 
allocation to partners is $30,000.
13. Farr is entitled to interest on the extra $10,000 of 
capital he contributed.
14. Lamb has the right to a reasonable salary because 
he devoted more time to the firm’s business than 
either Fox or Farr
15. Profits and losses are to be shared according to the 
partners’ respective capital contributions.
16. The partnership, not the individual partners, owns 
the firm’s business assets.
17. The partners have equal rights in the management 
of the partnership business.
18. A partner may assign his partnership interest to an 
outsider without the consent of the other partners.
19. The partnership is terminable at will by any part­
ner without incurring liability to the other partners.
20. Each partner owes a fiduciary duty to the part­
nership.
D. Accountant Smathers is Trustee of a testamentary 
trust established by Parker's will. The corpus of the trust 
consists of “blue chip” securities and a large office building 
subject to a mortgage. The will provides that trust income 
is to be paid to Parker’s wife during her lifetime, that the 
Trust will terminate on her death, and that the corpus is 
then to be distributed to the Brookdale School for Boys.
21. If Smathers receives a cash dividend on one of the 
Trust securities, he may not use it to purchase 
additional securities for the trust corpus without 
compensating Parker’s wife.
22. If Smathers receives a 5% stock dividend, he should 
distribute it to Mrs. Parker.
23. The cost of insurance on the office building should 
be deducted by Smathers from the income paid to 
Mrs. Parker.
24. Monthly principal payments to amortize the mort­
gage are deducted from Mrs. Parker’s income.
25. Proceeds from fire insurance on the office building 
would be a part of the corpus.
26. The cost of exercising stock warrants is chargeable 
to trust income.
27. The Brookdale School is the residuary beneficiary 
of the trust created under Parker’s will.
28. The beneficiaries of the trust have an equitable 
interest in the trust income and corpus.
29. The beneficiaries of the trust would have stand­
ing in court to proceed against the trustee for waste 
of the corpus.
30. If Mrs. Parker and the Brookdale School agree to 
terminate the trust and divide the corpus, Smathers 
would have to comply with their wishes.
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Number 2 (Estimated time— 20 to 25 minutes)
Instructions
Each of the lettered statements of facts below is followed 
by numbered sentences that state legal conclusions relating 
to those facts. You are to determine whether each legal 
conclusion is true or false according to the general principles 
of accountants’ legal responsibility and federal securities 
regulation. Use a soft pencil, preferably # 2 , to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Your grade will be determined from 
your total of correct answers less a penalty of approxi­
mately one half for each of your incorrect answers; an 
omitted answer will not be considered an incorrect answer.
Items to be Answered
A. James Sack, a partner in the firm of Walters, Jones, 
& Sack, CPAs, prepared tax returns for Ominus, a closely 
held family corporation. The Corporation’s books were 
kept by a family member. While preparing the tax re­
turns, Sack realized that the books and records were poorly 
kept and contained several inaccuracies. However, he 
relied upon them and based his tax computations exclu­
sively upon them. As a result, Sack erroneously included 
in taxable income some items which did not actually 
represent income. The errors subsequently were discovered, 
but, by that time, it was too late to file an amended return 
or claim for refund to recover the excess taxes paid.
31. James Sack was negligent in preparing the tax 
return.
32. The Internal Revenue Service would be unable to 
subpoena Walters, Jones, & Sack’s working papers 
because they are privileged communications.
33. Walters, Jones, & Sack will be liable for the excess 
amount of taxes paid by Ominus.
34. Only Sack, and not the CPA firm, would be liable 
under the circumstances described.
35. Sack’s firm could defend successfully a suit brought 
by Ominus to recover the excess amount of tax by 
establishing the contributory negligence of Ominus.
36. The fact that Sack had not been informed of the 
inadequacy of the records totally exonerates him 
from liability.
37. Sack has committed a fraud.
38. If Sack had joined Ominus in willfully attempting 
to evade tax, he would be guilty of a felony.
B. The partnership, Winslow, Wilson, & Carr, CPAs, 
prepared the income tax returns for Charles Bosphor for 
several years. The staff accountant who prepared Bosphor’s
tax return for 1970 properly elected to report certain in­
come as an installment sale.
The next year a new staff man was assigned to the task 
of preparing Bosphor’s return. He inadvertently failed to 
check the returns for prior years. Consequently, he failed 
to include the installment income for 1971. An audit of 
the return by the Internal Revenue Service revealed the 
error, and additional tax and interest were assessed.
39. Winslow, Wilson, & Carr were negligent in the 
preparation of the tax return in question.
40. Winslow, Wilson, & Carr will be liable for the tax 
assessed.
41. Winslow, Wilson, & Carr will be liable for the in­
terest assessed.
42. It was Charles Bosphor’s responsibility to check the 
returns and inform Winslow, Wilson, & Carr of the 
error.
43. Good accounting practice would dictate that a new 
man on an engagement review his predecessor’s 
work for the past several years.
C. Fred Watson, a partner of Watson, Weller, & Welsh, 
CPAs, does the accounting work for Micro Manufacturing, 
Inc. Micro is closely held and does not require audited 
financial statements. Watson delivered Micro’s most recent 
set of financial statements to Mason, Micro’s President. The 
financial statements were accompanied by a covering let­
ter clearly indicating that the statements were unaudited 
and that no opinion was expressed on them. However, 
each financial statement was not labeled unaudited. Mason 
used the financial statements to borrow money from Pro­
spero. Mason did not show Prospero the firm’s covering 
letter.
44. If the financial statements had been clearly labeled 
unaudited, Watson or his firm could not be held 
liable for misrepresentations contained therein.
45. Mason, Micro’s president, has acted fraudulently.
46. At a minimum, the CPA firm should have clearly 
labeled each page of the financial statements un­
audited.
D. Kenneth Chance, a senior accountant with the part­
nership of South, Wall, Evers, & Co., CPAs, resigned after 
several years with the firm. During his employment, he 
had examined the financial statements of Zelex Corpora­
tion and became a close friend of the controller and the 
financial vice-president of Zelex.
After establishing his own firm, Chance actively solic­
ited the business of Zelex, even though the South firm had 
been engaged to perform the current year’s audit. During 
the audit, Zelex dismissed the South firm alleging that
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Chance’s replacement was personally obnoxious, per­
formed his work in a slipshod manner, and was dating one 
of the Company’s female bookkeepers. Zelex demands the 
return of all of its books and records and the firm’s working 
papers.
47. Zelex could dismiss the South firm without liability 
solely upon the personality conflict that arose with 
respect to Chance’s replacement.
48. If Chance’s replacement were negligent in per­
forming his work, Zelex could terminate the rela­
tionship and recover damages.
49. Zelex has the right to the return of its books and 
records.
50. The South firm must turn over its working papers 
to Zelex.
51. If none of Zelex’s allegations are true, Zelex will 
be liable for breach of contract.
E. Xavier, Francis, & Paul are a growing medium-sized 
partnership of CPAs located in the midwest. One of the 
firm’s major clients is considering offering its stock to the 
public. This will be the firm’s first client to go public.
52. The firm should thoroughly familiarize itself with 
the Securities Act of 1933, the Securities Exchange 
Act of 1934 and Regulation S-X.
53. If the client is unincorporated, the Securities Act 
of 1933 will not apply.
54. If the client is going to be listed on an organized 
exchange, the Securities Exchange Act of 1934 will 
not apply.
55. The Securities Act of 1933 imposes an additional 
potential liability on firms such as Xavier, Francis,
& Paul.
56. So long as the company engages in exclusively in­
trastate business, the federal securities laws will 
not apply.
F. The partnership of Maxwell, Plumb, & Fisk, CPAs, 
has been engaged by Vitrolic Partners, their largest client, 
to examine the financial statements in connection with the 
offering of 2,000 limited-partnership interests in Vitrolic to 
the public at $5,000 per subscription.
57. Maxwell, Plumb, & Fisk may disclaim any liability 
under the federal securities acts by an unambiguous, 
bold-faced disclaimer of liability on their work.
58. If the Securities Act of 1933 applies, Maxwell, 
Plumb, & Fisk have responsibility only for the finan­
cial statements as of the close of the fiscal year in 
question.
59. The dollar amount in question is sufficiently small 
so as to provide an exemption from the Securities 
Act of 1933.
60. The Securities Exchange Act of 1934 will apply to 
Vitrolic.
Number 3 (Estimated time— 20 to 25 minutes) 
Instructions
Each of the lettered statements of facts below is followed 
by numbered sentences that state legal conclusions relating 
to those facts. You are to determine whether each legal 
conclusion is true or false according to the general principles 
of antitrust law. Use a soft pencil, preferably # 2 , to blacken 
the appropriate space on the separate printed answer sheet 
to indicate your answer. Your grade will be determined 
from your total of correct answers less a penalty of approxi­
mately one half for each of your incorrect answers; an 
omitted answer will not be considered an incorrect answer.
Items to be Answered
A. The presidents of three competing manufacturing 
corporations engaged in interstate commerce decided to 
eliminate what they called “senseless price cutting” in the 
tri-state area in which they compete. Each agreed that 
prices should be determined on the basis of fairness to the 
public and to his company. To implement their verbal 
agreement, the three presidents have established a four- 
month rotating price-leadership arrangement. Each com­
pany has served four months of each year as the designated 
price leader. The price leader has set the minimum price 
for all competing products sold by the three companies. 
Each president has agreed that his company would abide 
strictly by the prices set by the price leader.
You are the CPA for one of these companies.
61. The government can bring criminal action against 
the presidents of the three companies.
62. The government can seek injunctive relief prohibit­
ing the continuation of the agreement.
63. Private individuals who suffer damages as a result 
of the agreement can recover treble damages.
64. Any party suing the presidents of the three cor­
porations would rely primarily on the Sherman 
Act.
65. If one of the corporations refused to abide by the 
agreement, the others could obtain damages for 
breach of contract.
66. If the corporations can show that “senseless price 
cutting” did exist in fact, they will not have vio­
lated antitrust law.
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67. If the corporations can show that the minimum 
prices established by the price leader were always 
fair to the public, the corporations will not have 
violated antitrust law.
68. If there is a violation of antitrust law, the govern­
ment validly can seize any of the corporations 
goods that are shipped in interstate commerce pur­
suant to the agreement.
69. The corporations will not have violated antitrust 
law if the value of goods shipped in interstate com­
merce is less than $50,000 each year.
70. There is no violation of antitrust law if the prices 
established under the agreement are uniformly 
beneath the prices charged prior to its implementa­
tion.
B. The following problems arose during the examination 
of the financial statements of Northup, Inc. Northup, a 
large manufacturer of industrial products, is attempting to 
acquire a controlling block of shafts of Jackson, Inc., a 
competing manufacturer. Jackson’s market share is about 
40% in the section of the United States in which Northup 
and Jackson compete. Northup's share of this market is 
about 35%. Four other firms compete for the remaining 
25%.
Northup is also considering the purchase of Keller Cor­
poration, one of its major customers (Keller’s average 
annual purchases from Northup have been about 
$12,000,000), to assure itself of an outlet for a substan­
tial quantity of its products. Northup intends to have 
Keller continue as a subsidiary. Keller also purchases 
substantial dollar volumes (usually around $5,000,000 
per year) from Northup’s competitors.
Some time ago, independent of its present acquisition 
activities, Northup stopped dealing with Lambert, one of 
its distributors. Lambert and Northup had entered into 
a distributorship agreement giving either party the right 
to terminate on at least 90 days prior written notice. 
Northup had given such notice. Lambert has nevertheless 
instituted a treble damage suit under the antitrust laws 
against Northup. Lambert alleges ’hat it will lose a sub­
stantial capital investment made in connection with this 
distributorship.
Northup, Jackson, Keller, and Lambert are all in inter­
state commerce.
71. Northup would avoid an antitrust action by pur­
chasing the assets rather than the stock of Jackson.
72. One of Northup’s risks is the threat of injunction 
prior to the delivery of the Jackson shares.
73. Assuming that the acquisition of Jackson is com­
pleted without antitrust attack, the Department
of Justice is thereafter precluded from instituting 
suit to divest the acquisition.
74. If the Jackson acquisition were attacked as anti­
competitive, a possible defense would be available 
to Northup if Jackson were in bankruptcy and there 
were no other prospective purchaser of the Jackson 
shares.
75. If Northup abandoned the acquisition of Jackson, 
it would not be illegal per se for Northup and 
Jackson to agree to allocate customers and for each 
to refrain from soliciting customers of the other.
76. The acquisition of Jackson would violate the anti­
merger section of the Clayton Act if the merger 
merely tended to create, though it did not in fact 
yet create, a monopoly, absent any unique facts.
77. The acquisition of Keller would be illegal if 
Northup intended Keller to purchase only from 
Northup to the exclusion of Northup’s competitors.
78. The acquisition of Keller is totally without legal 
justification; hence, the intent of Northup is totally 
irrelevant.
79. Northup’s termination of the distributorship agree­
ment with Lambert constitutes an illegal refusal to 
deal with or to boycott in violation of the antitrust 
law.
C. Cranston, Inc., a manufacturer of various electrical 
products, sells some of its goods to over 20 retailers in a 
five-state area. It has been selling to Allen, a retailer in 
this area, at lower prices than it charges other retailers 
in the area. This low price was made in good faith to meet 
equally low prices legally offered by competing manufac­
turers as evidenced by the competing manufacturers’ sales 
invoices. Cranston has also been selling goods at reduced 
prices to Barry, another retailer within the area. The 
prices to Barry reflect savings to Cranston in the cost of 
manufacture and delivery accruing from Barry’s purchases 
in large quantities. Two other retailers in the area, Cole­
man and Dixon, are being sold to at prices lower than 
Cranston sells outside the area.
Cranston and its retailers are engaged in interstate com­
merce. Each of Cranston’s product lines contains only 
goods of like grade and quality. Cranston holds a substan­
tial share (50% ) of the market in the five-state area, but 
only has a small (4% ) share of the national market. All 
of Cranston’s retailers compete with one another. Each 
retailer buys substantial quantities (between $1,000,000 to 
$2,000,000 per year) of each of Cranston’s products.
80. The sales to Allen violate the antitrust laws against 
price discrimination.
81. The sales to Barry violate the antitrust laws against 
price discrimination.
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82. Cranston’s competing manufacturers would have 
an antitrust action against Cranston.
83. Cranston could agree with Branston, a competing 
manufacturer, to sell to various retailers at certain 
specified prices so long as Cranston’s prices were 
above its direct variable costs attributable to goods 
sold.
84. If Cranston’s sales were attacked by its competitors 
as discriminatory, a valid defense would be to prove 
that the effect of such discrimination did not sub­
stantially lessen competition.
85. Cranston could legally adopt a merchandising plan 
to pay for or furnish services to all its customers in 
the five-state area on proportionally equal terms.
86. Cranston would violate antitrust law if it were to 
license certain of its unique products to retailers 
on condition that they purchase from Cranston all 
their major requirements of Cranston’s other 
products.
D. Four corporations are the largest manufacturers in 
their industry. Their combined share of the market has 
constituted over 90 percent each year for many years. As 
members of a trade association, certain officers of these 
corporations meet periodically to discuss topics of mutual 
interest. Matters discussed include engineering design, pro­
duction methods, product costs, product pricing, merchan­
dising policy, and inventory levels. The representatives 
also usually see each other after the association meetings 
for cocktails where they discuss these and other business 
matters. These representatives have maintained prices 
in accordance with an informal oral agreement terminable 
at will by any company wishing to withdraw. However, 
they have never reduced their agreement to a written docu­
ment or memorandum. The four corporations compete 
with each other in interstate commerce. The states in 
which these corporations do business have typical “fair 
trade” laws.
87. The members of the trade association validly may 
appoint the trade association as their representative 
to allocate manufacturing quotas.
88. An arrangement relating to price fixing would be 
illegal per se if the government merely proved the 
existence of the oral agreement.
89. The distributors of the four corporations legally 
could enter into price maintenance agreements 
among themselves to prescribe the minimum prices 
at which they would resell the products bearing 
the brand name, trademark, or trade name of any 
of the four corporations.
90. The retailers of the four corporations legally could 
enter into price maintenance agreements among
themselves to prescribe the minimum prices at 
which they would resell the products bearing the 
brand name, trademark, or trade name of any of 
the four corporations.
Number 4 (Estimated time— 25 to 30 minutes)
Part a. While examining the financial statements of a 
corporation, questions may arise regarding the right of a 
stockholder to share in the earnings of the corporation and 
the related role, duties, and obligations of the board of 
directors in declaring and paying dividends.
Required:
1. When does a dividend vest in a stockholder? Discuss.
2. How large a dividend may a corporation legally 
declare? Discuss.
3. What is a director’s liability in the event of an illegal 
dividend? Discuss.
Part b. The Kramer Corporation, a closely held company, 
has 1,000,000 shares of common stock outstanding. The 
balance of retained earnings and cash accounts are pres­
ently $3,000,000 and $4,000,000, respectively. These 
amounts appear to be in excess of Kramer’s historic busi­
ness needs, having been accumulated during an unusually 
profitable period which is unlikely to recur. The Kramer 
Board of Directors recently decided to retain all of the Cor­
poration's earnings for investment in projects which do not 
appear destined to increase, or even maintain, the Corpora­
tion’s rate of return on capital. The Board of Directors 
indicated that it intended to withhold the payment of divi­
dends indefinitely to finance the planned expansion. The 
Board of Directors has approved the payment of higher 
salaries and additional bonuses to several officers (who are 
also directors) as an incentive to administer the expansion 
program. The prices of Kramer’s products are also to be 
reduced in an effort to expand sales.
A minority stockholder of Kramer, Mr. Moffat, is dis­
satisfied with the new dividend policy and suspects that the 
planned expansion program will not be in the best inter­
ests of the Corporation. Moffat and Kramer's management 
have a record of open hostility. You have been retained 
by Moffat as his accountant to aid his attorney in the 
determination of the relevant facts for a possible suit. 
Required:
1. Can Moffat accompanied by his attorney and ac­
countant inspect the books and records of Kramer in this 
connection? State “yes” or “no” and explain. What are 
the Corporation’s rights in this connection?
2. Can Moffat compel the payment of a cash dividend 
by Kramer? State “yes” or “no” and explain.
3. Discuss the legal means by which Moffat may 
proceed to redress his grievances.
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Number 5 (Estimated time— 20 to 25 minutes)
You are the in-charge accountant on the examination 
of the financial statements of the Kell Manufacturing Cor­
poration. After gathering information concerning accounts- 
receivable and payable confirmation exceptions, your as­
sistant seeks your guidance in clearing the following 
exceptions:
A. A $6,000 positive account-receivable confirmation 
request was returned by Beck Company stating that no 
balance is due to Kell.
Investigation has revealed the following background 
information.
Kell received a telephone order from Beck offering to 
purchase 1,000 bike sprockets at 56 per sprocket. The 
sprockets were an odd size, were to be manufactured spe­
cifically for Beck, and could not be sold to other customers 
in the ordinary course of business. Kell changed its pro­
duction molds to accommodate the odd size and started 
production. Kell then received a phone call from Beck 
canceling the order because the order which Beck had 
received requiring the special sprockets had fallen through.
Kell, insisting that the contract was valid and that Beck 
was obligated to take and to pay for the odd size sprockets, 
sent Beck an invoice for the purchase price of the 1,000 
sprockets. Beck’s purchasing agent returned the sales in­
voice with a note that the contract of sale was oral and 
that Beck has no obligation to pay
Required:
Is Beck liable on the oral contract? Explain.
B. A $26,000 positive account-receivable confirmation 
request was returned by Thompson Bike Company with 
the comment that the balance due Kell was overstated by 
$5,000.
Investigation revealed the following information regard­
ing the $5,000 in question. Kell received a written order 
from Thompson for immediate shipment of 2,000 size # 2  
bike chains at $2.50 each. The order specified that the 
chains were to be shipped by rail, FOB Kell’s shipping 
dock. Kell promptly packed the chains and shipped them 
according to Thompson’s requirements.
The day following shipment, Kell sent Thompson an 
acknowledgment of the order. The acknowledgment was 
received by Thompson two days later.
Unfortunately, the goods were delayed several days in 
transit due to flooding which destroyed a bridge along the 
delivery route. As a result of the delay, Thompson ordered 
identical bike chains from a competing manufacturer and 
wired Kell to cancel the order.
Kell contends that Thompson is liable for the purchase 
price of the chains. Thompson claims that there was no
contract since acceptance by Kell by prompt delivery or 
notice had not been received within a reasonable time.
Required:
Is Thompson liable to Kell for the bike chains ordered? 
Explain.
C. A negative-confirmation request regarding a past- 
due $300 receivable was returned by Fincher Construction 
Co. with the comment that the bill had been paid in full.
Investigation revealed that Kell had sold Fincher, at 
auction, some old typewriters and other miscellaneous 
office equipment. The contract of sale contained no war­
ranties and provided in clear, bold, and specific terms that 
the buyer accept the goods “with all faults.” Several 
months after Fincher received the items from Kell, several 
of the typewriters repeatedly broke down, and repairs 
costing $300 were required to put the typewriters into 
proper working order. When paying Kell’s invoices, 
Fincher' deducted the $300 repair charge.
Required:
Is Fincher entitled to deduct the $300 repair charge 
from the sale price? Explain.
D. An account-payable confirmation request received 
from one of Kell’s major vendors, Rosser, Corp., reflects 
an invoice which Kell has not recorded. Your assistant 
has discovered that Kell sent Rosser an order for 3,000 
gears to be shipped by rail, FOB Rosser’s place of business. 
The goods were received by Kell, but inspection revealed 
that the gears were badly pitted and did not conform to 
Kell’s specifications. Kell promptly notified Rosser that 
it refused to accept the shipment and that it was holding 
the gears for Rosser’s disposal. The day after Rosser 
received notification of the refusal, a fire in Kell’s ware­
house further damaged the gears. Rosser notified Kell 
that it must pay the agreed contract price for the gears; 
or, at least pay for the damage caused by the fire. Neither 
party had insurance on the gears destroyed by the fire. 
Required:
Does Kell have any liability to Rosser? Explain.
Number 6 (Estimated time— 20 to 25 minutes)
You have been assigned to review the insurance cover­
age as of June 30, 1972, of Foley & Co., a partnership. 
As part of your work you inspect the correspondence file 
with Foley’s insurance agent. The file reveals that Foley 
has filed a number of claims with Adams Insurance which 
remain unpaid. You extracted the following facts from 
the correspondence file regarding each unpaid claim.
A. Foley dispatched an order on November 11, 1971, 
to Western Computer Co. accompanied by its check in
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full payment for 1,000 computer components to be shipped 
by boat, FAS Vessel at Western’s home port. The parts 
were labeled, packed, crated, and picked up for delivery 
to the pier. On the way to the pier, the truck caught fire 
and the goods were completely destroyed. Foley sent a 
claim to Adams for recovery under its blanket insurance 
policy which covers “all goods in Foley’s possession, owned 
by it, or to which it had any legally recognized insurable 
interest.”
Adams denies liability on the policy, claiming:
a. The risk of loss had not passed to Foley.
b. Foley did not have any legally recognized insurable 
interest.
Required:
 
Is Adams correct in either of its contentions? Explain.
B. Foley carries $200,000 of life insurance on each of 
its partners to fund the “buy out” clause of the partnership 
agreement.
One of the partners, Flack, retired at age 70 during the 
year ended June 30, 1971, and was duly paid for his 
partnership interest by the partnership. The partnership 
continued to pay the premiums on Flack’s life insurance 
until his death in October 1971.
Adams denies any liability on the policy, claiming:
a. In his application for life insurance in 1964, Flack 
misrepresented the state of his health by neglecting 
to mention that he had had a severe coronary in 1960.
b. The partnership has no insurable interest in the life 
of Flack after his retirement.
Required:
Can Foley collect the $200,000 life insurance covering 
Flack? Explain.
C. During January 1972, Cragsmoore, one of Foley’s 
employees, negligently dropped a lighted cigar on some 
packing material which caught fire and totally destroyed 
the warehouse and the goods stored therein. The warehouse 
and contents were covered by a $2 million fire insurance 
policy which contains a 90% co-insurance clause. The 
loss was subsequently appraised at $2.5 million.
Foley seeks to recover for the loss. Adams denies any 
and all liability; or, in the alternative, claims that it is not 
obligated to pay the full $2 million.
Required:
What can Foley recover? Explain.
Number 7 (Estimated time—20 to 25 minutes)
During the examination of the financial statements of 
Delta Corporation, you note that as of September 30, 1972:
• Current liabilities exceed current assets.
• Total assets substantially exceed total liabilities.
• Cash position is poor and current payables are con­
siderably in arrears.
• Trade and secured creditors are pressing for payment 
and several lawsuits have been commenced against 
Delta.
Further investigation reveals the following:
• On August 31, 1972, Delta made a $1,000 payment 
to Oliveros on a $20,000 mortgage indebtedness over 
one year in arrears. The fair-market value of the 
mortgaged property is $35,000.
• On September 20, 1972, a trade creditor, Miller, 
obtained a judgment against Delta which under appli­
cable law constitutes a lien on Delta’s real property.
• On September 22, 1972, Delta paid a substantial 
amount to Helms, a supplier, on an account over 
one year old.
• On September 27, 1972, Delta executed and delivered 
a financing statement to Honea, a vendor, from whom 
Delta had purchased some new machinery six months 
earlier. Honea duly filed and perfected the financing 
statement.
Required:
1. As of September 30, 1972, did any of the above 
transactions legally constitute acts of bankruptcy? Explain.
2. As of September 30, 1972, could the creditors of 
Delta file an involuntary petition in bankruptcy against 
Delta if a sufficient number of them having a sufficient 
amount of claims decide to do so? Explain.
3. Independent of your answers to parts 1 and 2, assume 
the same facts set out above except that Delta’s total liabili­
ties exceed total assets and that on October 2, 1972, Delta 
filed a voluntary petition in bankruptcy, and a Trustee has 
been appointed.
a. What are the rights, if any, of the Trustee against 
each of the creditors involved in the four transactions 
stated in the problem? Explain.
b. What are the general requirements for creditors to 
be entitled to vote on and participate in a bankruptcy 
proceeding? Explain for each of the four creditors 
involved whether he meets these requirements. 
Why?
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Number 8 (Estimated time— 25 to 30 minutes)
Part a. An examination of the financial statements of 
Bardlow, Inc., disclosed that Bardlow had purchased a 
plant site from Charles Swinton for cash. Because he was 
in serious financial difficulty, Swinton sold the property 
for $69,500 about $5,000 less than its fair-market value. 
A cursory check by Bardlow’s attorneys of Swinton’s 
title did not disclose that Security State Bank held a duly 
recorded $25,000 first mortgage on the property. Swinton 
did not mention the mortgage at any time during the 
negotiations. At the closing, Bardlow received a warranty 
deed with full covenants.
Swinton intended to continue to make the mortgage 
payments, but additional financial setbacks made this im­
possible. Swinton later fled the jurisdiction. The mortgage 
payments are three months in arrears.
Required:
1. How should the transaction be handled on Bardlow’s 
balance sheet? Explain.
2. What rights and/or liabilities does Bardlow have 
as to (a) Security State Bank, (b) Swinton, and (c) 
Bardlow’s attorneys?
Part b. In September 1971, Ahab Warehousing, Inc., a 
client of yours, sold its entire business to William Snod­
grass. By the terms of the sale, Ahab received a large cash 
payment and Snodgrass’ notes for $120,000, payable in 
installments over the next two years. The notes were se­
cured by the rental income from space in a warehouse that
was sold to Snodgrass and leased on a long-term basis to a 
local shipper. Also, Snodgrass assumed Ahab’s original 
first mortgage on the warehouse.
The local shipper was duly notified of the sale of the 
warehouse, the assignment of the lease to Snodgrass, and 
of Ahab's security interest in the rents. The deed on the 
warehouse was properly recorded, the assumption agree­
ment and the security agreement regarding the rents being 
duly recited therein. No other recordation was made by 
either Ahab or Snodgrass.
Less than a year after purchasing Ahab’s business, Snod­
grass filed a voluntary petition in bankruptcy. He had 
borrowed heavily from lending institutions, relatives, and 
friends. Most of the lenders are general (unsecured) 
creditors.
Snodgrass’ general creditors are attempting to recover 
two items from Ahab: (1) the portion of the cash attribu­
table to the accounts receivable which were part of the 
assets of the business sold to Snodgrass by Ahab and (2) 
the rents which Ahab has been collecting on the leased 
warehouse space since Snodgrass defaulted on the notes 
owed to Ahab.
The holder of the first mortgage assumed by Snodgrass 
has notified Ahab that it intends to hold Ahab to its original 
promise to pay the mortgage.
Required:
From Ahab’s position, what are the legal implications of 
the actions of the general creditors and the mortgage holder? 
Explain.
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INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of 
the questions. If more than one page is required 
for an answer, write “continued” at the bottom of 
the page. Number pages consecutively. For in­
stance, if 12 pages are used for your answers they 
should be numbered from 1 to 12.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
DISREGARD OF THESE INSTRUCTIONS MAY BE  
IN ACCOUNTING W ORK.
2. A CPA is continually confronted with the necessity 
of expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although 
the primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
CONSIDERED AS INDICATING INEFFICIENCY
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Number 1 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of financial accounting concepts. Use 
a soft pencil, preferably # 2 , to blacken the appropriate 
space on the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Your grade 
will be determined from your total of correct answers.
The following is an example of the manner in which the 
answer sheet should be marked:
Item
99. The asset section of the balance sheet should not 
include
a. Machinery.
b. Cash.
c. Goodwill.
d. Taxes payable.
Answer Sheet
99. a.   b. c. d.  
Items to be Answered
1. The practice of raising cash from trade receivables 
prior to their maturity dates is widespread. A term which 
is not associated with this practice is
a. Hypothecation.
b. Factoring.
c. Defalcation.
d. Pledging.
2. The basis for classifying assets as current or non- 
current is the period of time normally elapsed from the 
time the accounting entity expends cash to the time it 
converts
a. Inventory back into cash, or 12 months, whichever 
is shorter.
b. Receivables back into cash, or 12 months, which­
ever is longer.
c. Tangible fixed assets back into cash, or 12 months, 
whichever is longer.
d. Inventory back into cash, or 12 months, whichever 
is longer.
3. Stock warrants outstanding should be classified as
a. Liabilities.
b. Reductions of capital contributed in excess of par 
value.
c. Capital stock.
d. Additions to contributed capital.
4. Gross (profit) margin variation analysis may be 
used to determine the amount of variation in the
a. Sales and cost of goods sold, accounted for by 
changes in sales price and physical volume.
b. Operating expenses, caused by a change in the 
physical sales volume.
c. Physical sales volume, caused by a change in sales 
price.
d. Cost of goods sold, accounted for by a change in 
sales price.
5. A reserve for possible future losses on inventory 
should be established to
a. Match current revenues with applicable costs.
b. Reduce fluctuations in net income in order to lend 
stability to the company.
c. Charge operations in periods of rising prices for 
the losses which may otherwise be absorbed in 
periods of falling prices.
d. Inform stockholders that a portion of retained earn­
ings should be set aside from amounts available 
for dividends because of such a contingency.
6. The acquisition cost of a heavily used raw material 
changes frequently. The book value of the inventory of 
this material at year-end will be the same if perpetual records 
are kept as it would be under a periodic inventory method 
only if the book value is computed under the
a. Weighted-average method.
b. First-in, first-out method.
c. Last-in, first-out method.
d. Base-stock method.
7. An improvement made to a machine increased 
its fair-market value and its production capacity by 25% 
without extending the machine’s useful life. The cost of 
the improvement should be
a. Expensed.
b. Debited to accumulated depreciation.
c. Capitalized in the machine account.
d. Allocated between accumulated depreciation and 
the machine account.
8. On January 15, 1963, a corporation was granted a 
patent on a product. On January 2, 1972, to protect its 
patent, the corporation purchased a patent on a competing 
product that originally was issued on January 10, 1968. 
Because of its unique plant, the corporation does not feel 
the competing patent can be used in producing a product. 
The cost of the competing patent should be
a. Amortized over a maximum period of 17 years.
b. Amortized over a maximum period of 13 years.
c. Amortized over a maximum period of 8 years.
d. Expensed in 1972.
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9. The past service cost of a pension plan should be
a. Charged to retained earnings as a cost related to 
the past.
b. Amortized over a specified period of years.
c. Taken into consideration by providing only interest 
thereon currently when vested benefits have in­
creased during the period and exceed the sum of 
the pension fund and the net pension liability which 
has not changed from the previous period.
d. Included in the annual pension-cost provision to 
the extent of only interest on the unfunded portion 
as a minimum or up to 10% of the past service 
cost as a maximum.
10. Income tax allocation procedures are not appro­
priate when
a. An extraordinary loss will cause the amount of 
income tax expense to be less than the tax on 
ordinary net income.
b. An extraordinary gain will cause the amount of 
income tax expense to be greater than the tax on 
ordinary net income.
c. Differences between net income for tax purposes 
and financial reporting occur because tax laws and 
financial accounting principles do not concur on 
the items to be recognized as revenue and expense.
d. Differences between net income for tax purposes 
and financial reporting occur because, even though 
financial accounting principles and tax laws con­
cur on the items to be recognized as revenues and 
expenses, they do not concur on the timing of the 
recognition.
11. The term “revenue recognition” conventionally 
refers to
a. The process of identifying transactions to be re­
corded as revenue in an accounting period.
b. The process of measuring and relating revenue and 
expenses of an enterprise for an accounting period.
c. The earning process which gives rise to revenue 
realization.
d. The process of identifying those transactions that 
result in an inflow of assets from customers.
12. The installment method of recognizing revenue
a. Should be used only in cases where there is no rea­
sonable basis for estimating the collectibility of 
receivables.
b. Is not a generally accepted accounting principle 
under any circumstances.
c. Should be used for book purposes only if it is used 
for tax purposes.
d. Is an acceptable alternative accounting principle 
for a firm which makes installment sales.
13. In computing the loss per share of common stock, 
cumulative preferred dividends not earned should be
a. Deducted from the loss for the year.
b. Added to the loss for the year.
c. Deducted from income in the year paid.
d. Added to income in the year paid.
14. The occurrence which most likely would have no 
effect on 1972 net income (assuming that all involved are 
material) is the
a. Sale in 1972 of an office building contributed by 
a stockholder in 1960.
b. Collection in 1972 of a receivable from a customer 
whose account was written off in 1965.
c. Settlement based on litigation in 1972 of previously 
unrecognized damages from a serious accident that 
occurred in 1970.
d. Worthlessness determined in 1972 of stock pur­
chased on a speculative basis in 1969.
15. Which one of the following types of losses is ex­
cluded from the determination of current-period net in­
come?
a. Material losses resulting from transactions in the 
company’s own bonds payable.
b. Material losses resulting from unusual sales of 
assets not acquired for resale.
c. Material losses resulting from the write-off of 
intangibles.
d. Material losses resulting from adjustments specif­
ically related to operations of prior years.
16. If four separate carriers have written fire insurance 
policies totaling $60,000 on a single property with a cash 
value at $100,000, what fraction of a loss of $20,000 would 
be collectible from a carrier whose $30,000 policy contains 
a 90% co-insurance clause?
a. 60/90.
b. 30/90.
c. 30/60.
d. 20/100.
17. In the conversion of the trial balance of a foreign 
branch to domestic currency, the average rate of exchange 
for the current year should be applied to
a. Sales.
b. Notes payable.
c. Home office current.
d. Accumulated depreciation.
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18. For purposes of adjusting financial statements for 
changes in the general level of prices, monetary items con­
sist of
a. Assets and liabilities whose amounts are fixed by 
contract or otherwise in terms of dollars regardless 
of price-level changes.
b. Assets and liabilities which are classified as current 
on the balance sheet.
c. Cash items plus all receivables with a fixed matur­
ity date.
d. Cash, other assets expected to be converted into 
cash, and current liabilities.
Number 2 (Estimated time— 25 to 30 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of managerial accounting problems. 
Use a soft pencil, preferably #  2, to blacken the appropri­
ate space on the separate printed answer sheet to indicate 
your answer. Mark only one answer for each item. Your 
grade will be determined from your total of correct answers.
Items to be Answered
19.
a.
Conversion cost is equal to the total of
Direct labor and raw materials.
b. Direct labor and factory overhead.
c. Indirect labor and factory overhead.
d. Factory overhead and raw materials.
20. A capital-budgeting technique that explicitly in­
corporates an estimated interest rate into its basic compu­
tations is the
a. Accounting book-value method.
b. Payback method.
c. Net present-value method.
d. Average rate-of-return method.
21. The payback method measures.
a. How quickly investment dollars may be recovered.
b. The cash flow from an investment.
c. The economic life of an investment.
d. The profitability of an investment.
22. Given actual amounts of a semivariable cost for 
various levels of output, the method that will give the most 
precise measure of the fixed and variable components is
a. The use of Bayesian statistics.
b. Linear programming.
c. The scattergram approach.
d. The least squares method.
23. A company employing very tight (high) standards 
in a standard-cost system should expect that
a. No incentive bonus will be paid.
b. Most variances will be unfavorable.
c. Employees will be strongly motivated to attain the 
standards.
d. Costs will be controlled better than if lower stand­
ards were used.
24. Standard costing will produce the same financial 
statement results as actual or conventional costing when 
standard-cost variances are distributed to
a. Cost of goods sold.
b. An income or expense account.
c. Cost of goods sold and inventory.
d. A balance-sheet account.
25. A spending variance for variable overhead based on 
direct labor hours is the difference between actual variable 
overhead cost and variable overhead cost that should have 
been incurred for the actual hours worked and results from
a. Price and quantity differences for overhead costs.
b. Price differences for overhead costs.
c. Quantity differences for overhead costs.
d. Differences caused by variations in production 
volume.
26. The cost-volume-profit analysis underlying the con­
ventional breakeven chart does not assume that
a. Prices will remain fixed.
b. Production will equal sales.
c. Some costs vary inversely with volume.
d. Costs are linear and continuous over the relevant 
range.
27. The primary difference between a fixed budget and 
a variable (flexible) budget is that a fixed budget
a. Includes only fixed costs, while a variable budget 
includes only variable costs.
b. Is concerned only with future acquisitions of fixed 
assets, while a variable budget is concerned with 
expenses which vary with sales.
c. Cannot be changed after the period begins, while 
a variable budget can be changed after the period 
begins.
d. Is a plan for a single level of sales (or other mea­
sure of activity), while a variable budget consists 
of several plans, one for each of several levels of 
sales (or other measure of activity).
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28. The term “relevant range” as used in cost account­
ing means the range
a. Over which costs may fluctuate.
b. Over which cost relationships are valid.
c. Of probable production.
d. Over which relevant costs are incurred.
29. The method of accounting for joint-product costs 
that will produce the same gross-profit rate for all products 
is the
a. Relative sales-value method.
b. Physical-measure method.
c. Actual-costing method.
d. Services-received method.
30. The concept of “management by exception” refers 
to management’s
a. Consideration of only those items which vary ma­
terially from plans.
b. Consideration of only rare events.
c. Consideration of items selected at random.
d. Lack of a predetermined plan.
31. Under a job-order system of cost accounting, the 
dollar amount of the entry involved in the transfer of inven­
tory from work-in-process to finished goods is the sum of 
the costs charged to all jobs
a. Started in process during the period.
b. In process during the period.
c. Completed and sold during the period.
d. Completed during the period.
32. If over- or underapplied overhead is interpreted as 
an error in allocating actual costs against the production of 
the year, this suggests that the over- or underapplied over­
head of this year should be
a. Carried forward in the overhead control account 
from year to year.
b. Eliminated by changing the predetermined over­
head rate in subsequent years.
c. Apportioned among the work-in-process inven­
tory, the finished goods inventory, and the cost of 
goods sold.
d. Treated as a special gain or loss occurring during 
the year.
33. The budget variance for fixed factory overhead for 
the normal-volume, practical-capacity, and expected-activity 
levels would be the
a. Same except for normal volume.
b. Same except for practical capacity.
c. Same except for expected activity.
d. Same for all three activity levels.
34. When the firm prepares its budget in terms of the 
expected-activity level of operations, the volume variance 
theoretically should be disposed of as a
a. Loss due to idle capacity.
b. Revision of the overhead rate based on actual 
activity.
c. Deferred charge to future periods.
d. Charge to cost of goods sold.
35. The budget for a given cost during a given period 
was $80,000. The actual cost for the period was $72,000. 
Considering these facts, it can be said that the plant man­
ager has done a better than expected job in controlling the 
cost if
a. The cost is variable and actual production was
90% of budgeted production.
b. The cost is variable and actual production equaled 
budgeted production.
c. The cost is variable and actual production was 
80% of budgeted production.
d. The cost is a discretionary fixed cost and actual 
production equaled budgeted production.
36. The variable factory overhead rate under the nor­
mal-volume, practical-capacity, and expected-activity levels 
would be the
a. Same except for normal volume.
b. Same except for practical capacity.
c. Same except for expected activity.
d. Same for all three activity levels.
Number 3 (Estimated time— 25 to 30 minutes)
Business transactions often involve the exchange of prop­
erty, goods, or services for notes or similar instruments that 
may stipulate no interest rate or an interest rate that varies 
from prevailing rates.
Required:
a. When a note is exchanged for property, goods, or 
services, what value should be placed upon the note:
1. If it bears interest at a reasonable rate and is 
issued in a bargained transaction entered into at 
arm’s length? Explain.
2. If it bears no interest and/or is not issued in a 
bargained transaction entered into at arm’s length? 
Explain.
b. If the recorded value of a note differs from the face 
value:
1. How should the difference be accounted for? 
Explain.
2. How should this difference be presented in the 
financial statements? Explain.
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Number 4 (Estimated time— 35 to 40 minutes)
The Jonesville Company manufactures capacitors used 
in radios, television sets, and rockets. Some orders are filled 
from inventory, while others are for capacitors that are 
specially made to customer specification as to size, lead 
wires, voltage, and tolerance.
When manufacturing a custom order, the Jonesville Com­
pany intentionally produces more capacitors than are or­
dered by the customer. These extra capacitors are carried 
at no value in the Jonesville Company inventory since all 
costs of the job are charged to cost of goods sold at the 
time that the order is shipped. The extras are kept (1) to 
replace any capacitors that may be returned as rejects that 
currently constitute 20% of all units sold and (2) to fill 
any subsequent orders from the customer for additional 
units of the same item. Since there is no market for the 
unused custom manufactured capacitors, any that remain 
in inventory for two years are destroyed.
Jonesville warrants the replacement of defective capaci­
tors returned by the purchaser. Often three to six months 
elapse between delivery of the order and receipt of the 
defectives.
Jonesville predicts that its production capacity is ade­
quate so that no sales would be lost in future periods even 
though it did not have the extras on hand to cover subse­
quent orders of custom manufactured capacitors.
Required:
a. What are the conceptual merits of Jonesville carrying 
the custom manufactured extras held for replacement of 
defectives at:
1. No value? Explain.
2. Marginal or incremental cost? Explain.
3. Full cost? Explain.
b. What are the conceptual merits of Jonesville carrying 
the custom manufactured extras held for subsequent sale 
at:
1. No value? Explain.
2. Marginal or incremental cost? Explain.
3. Full cost? Explain.
c. What disclosure, if any, should Jonesville make for 
its obligation to replace defective capacitors? Explain.
Number 5 (Estimated time— 25 to 30 minutes)
The following statement was prepared by the Corpora­
tion’s accountant:
The E. R. Roycie Corporation 
STATEMENT OF SOURCE AND APPLICATION 
OF FUNDS
For the Year Ended September 30, 1972
Source of funds:
Net incom e................................  $ 52,000
Depreciation and depletion 59,000
Increase in long-term debt 178,000
Common stock issued under employee
option plans 5,000
Changes in current receivables and in­
ventories, less current liabilities
(excluding current maturities of 
long-term debt) 3,000
$297,000
Application of funds:
Cash dividends $ 33,000
Expenditures for property, plant, and
equipment 202,000
Investments and other uses 9,000
Change in cash 53,000
$297,000
The following additional information is available on the 
E. R. Roycie Corporation for the year ended September 
30, 1972:
1. The balance sheet of Roycie Corporation distin­
guishes between current and noncurrent assets and
liabilities.
2. Depreciation expense ...............  $ 58,000
Depletion expense 1,000
$ 59,000
3. Increase in long-term debt $600,000
Retirement of debt 422,000
Net increase $178,000
4. The Corporation received $5,000 in cash from its 
employees on its employee stock option plans, and 
wage and salary expense attributable to the option 
plans was an additional $22,000.
5. Expenditures for property, plant,
and equipm ent............................  $212,000
Proceeds from retirements of prop­
erty, plant, and equipment 10,000
Net expenditures $202,000
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6. A stock dividend of 10,000 shares of Roycie Corpo­
ration common stock was distributed to common 
stockholders on April 1, 1972, when the per-share 
market price was $6 and par value was $1.
7. On July 1, 1972, when its market price was $5 per 
share, 16,000 shares of Roycie Corporation common 
stock were issued in exchange for 4,000 shares of 
preferred stock.
Required:
a. In general, what are the objectives of a statement of 
the type shown above for the Roycie Corporation? Explain.
b. Identify the weaknesses in the form and format of 
the Roycie Corporation’s Statement of Source and Appli­
cation of Funds without reference to the additional 
information.
c. For each of the seven items of additional information 
for the Statement of Source and Application of Funds, 
indicate the preferable treatment and explain why the 
suggested treatment is preferable.
Number 6 (Estimated time— 15 to 20 minutes)
Part a. Business entities often make investments by pur­
chasing equity securities of other business entities.
Required:
Under what circumstances in current generally accepted 
practice should equity investments be reported in balance 
sheets:
1. At cost? Explain.
2. At current market value? Explain.
Part b. The Viquinn Company, a manufacturing company, 
has invested in equity securities of many different corpora­
tions. The Company buys and sells the securities in small 
blocks strictly for dividend revenue and appreciation. Al­
though Viquinn’s total investment in equity securities is 
large, the amount invested in each security is small in 
terms both of the total of its investments and of the market 
for the security. All securities are traded regularly on one 
or more organized exchanges.
Viquinn’s Board of Directors is attempting to determine 
whether to report its investment in these securities at 
(1) cost or (2) current market value.
Required:
What are the conceptual merits of the Viquinn Company 
reporting its investment in equity securities:
1. At cost? Explain.
2. At current market value? Explain.
Number 7 (Estimated time— 25 to 30 minutes)
On October 1, 1969, the Arba Company acquired a 90% 
interest in the common stock of Braginetz Company on 
the open market for $750,000; the book value was 
$712,500 at that date. Since the excess could not be 
attributed to the undervaluation of any specific assets, 
Arba reported $37,500 of consolidated goodwill on its 
consolidated balance sheet at September 30, 1970. During 
fiscal 1971 it was decided that the Braginetz goodwill 
should be amortized in equal amounts over ten years 
beginning with fiscal 1971.
On October 1, 1970, Arba purchased new equipment for 
$14,500 from Braginetz. The equipment cost Braginetz 
$9,000 and had an estimated life of 10 years as of October 
1, 1970. Arba uses the sum-of-the-years-digits deprecia­
tion method for both financial and income tax reporting.
During fiscal 1972, Arba had merchandise sales to 
Braginetz of $100,000; the merchandise was priced at 
25% above Arba’s cost. Braginetz still owes Arba $17,500 
on open account and has 20% of this merchandise in 
inventory at September 30, 1972.
On August 1, 1972, Braginetz borrowed $30,000 from 
Arba by issuing twelve, $2,500, 9%, 90-day notes. Arba 
discounted four of the notes at its bank on August 31 at 
6%.
Required:
a. What are criteria which could influence Arba in its 
decision to include or exclude Braginetz as a subsidiary in 
consolidated financial statements? Explain.
b. For each of the following items give the elimination 
entry (including explanation) that should be made on the 
workpapers for the preparation of the indicated consoli­
dated statement(s) at September 30, 1972.
1. For the consolidated goodwill—to prepare all con­
solidated statements.
2. For the equipment:
(a) To prepare only a consolidated balance sheet.
(b) To prepare all consolidated statements.
3. For the intercompany merchandise transactions—to 
prepare all consolidated statements.
4. For the note transactions—to prepare only a con ­
solidated balance sheet.
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Uniform Certified Public Accountant Examination
(Prepared by the Board o f Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE-PART I
May 9, 1973; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Group I (All required):
No. 1 .........................
No. 2 .........................
No. 3 .........................
No. 4 .........................
Total for Group I
Group II (One required) . .  .
Total ................
Estimated Minutes 
Minimum Maximum
40 50
40 50
50 60
40 50
170 210
50 60
220 270
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of the 
problems. If more than one page is required for a 
solution, number the pages in sequence for that 
problem with the lead schedule first, followed by 
supporting computations. For instance, if three pages 
are used for Problem No. 2, you would show Problem 
2, Page 1 of 3, Page 2 of 3 and Page 3 of 3.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose scratch 
sheets may result in loss of grading points. Scratch 
sheets need not have page numbers, but you should 
show the problem number and place them 
immediately following the problem to which they 
relate.
3. Fourteen-column sheets should not be folded until all 
sheets, both wide and narrow, are placed in the proper 
sequence and fastened together at the top left corner. 
All fourteen-column sheets should then be wrapped 
around the back of the papers.
4. A CPA is continually confronted with the necessity of 
expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY IN ACCOUNTING 
WORK.
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Number 1 (Estimated time —  40 to 50 minutes)
Instructions
Select the best answer for each of the following items 
which relate to a variety of financial accounting problems. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Your grade will be determined from your total of correct 
answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
95. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances were $160,000. 
Net sales last year for Baker Company were
a. $5,260,000.
b. $5,200,000.
c. $5,100,000.
d. $5,000,000.
Answer Sheet
Items to be Answered
1. Goldstein Cereals, Inc., distributes coupons to 
consumers which may be presented (on or before a stated 
expiration date) to grocers for discounts on certain cereals. 
The grocers are reimbursed when they send the coupons to 
Goldstein. In the Company’s experience 30% of such 
coupons are redeemed, and on the average one month 
elapses between the date a grocer receives a coupon from 
the buyer and the date Goldstein receives it. On May 1, 
1972, Goldstein issued coupons with a total value of 
$10,000 and an expiration date to the buyer of December 
31, 1972. As of December 31, 1972, Goldstein had 
disbursed $2,500 to grocers for these coupons. The 
December 31, 1972, balance sheet should include a liability 
for unredeemed coupons of
a. $0.
b. $375.
c. $500.
d. $2,250.
2. Ecol Corporation issued voting preferred stock 
with a fair value of $1,000,000 in exchange for all of the 
outstanding common stock of Ogee Service Company. Ogee 
has tangible net assets with a book value of $500,000 and a 
fair value of $600,000. In addition, Ecol Corporation issued 
stock valued at $100,000 to an investment banker as a 
“finder’s fee” for arranging the combination. As a result of
this combination Ecol Corporation should record an 
increase in net assets of
a. $500,000.
b. $700,000.
c. $600,000.
d. $1,100,000.
3. During 1972 Hoffman Company had a net 
income of $50,000 (no extraordinary items) and 50,000 
shares of common stock and 10,000 shares of preferred 
stock outstanding. Hoffman declared and paid dividends of 
$.50 per share to common and $6.00 per share to preferred. 
Although the preferred stock is convertible into common 
stock on a share-for-share basis, it is not classified as a 
common stock equivalent. For 1972 Hoffman Company 
should report fully diluted earnings (loss) per share of
a. $.83 1/3.
b. $1.00.
c. $ (.20).
d. $.50.
4. On April 15, 1972, a fire destroyed the entire 
merchandise inventory of John Anderson’s retail store. The 
following data are available:
Sales, January 1 through April 15 $72,000
Inventory, January 1 10,000
Purchases, January 1 through
April 15 70,000
Markup on cost 20%
The amount of the loss is estimated to be
a. $24,000.
b. $20,000.
c. $22,400.
d. $8,000.
5. The gross profit of Adelate Company for 1972 is 
$56,000, cost of goods manufactured is $300,000, the 
beginning inventories of goods in process and finished 
goods are $18,000 and $25,000, respectively, and the 
ending inventories of goods in process and finished goods 
are $28,000 and $30,000, respectively. The sales of Adelate 
Company for 1972 must have been
a. $341,000.
b. $346,000.
c. $356,000.
d. $351,000.
6. The business combination of Jax Company — the 
issuing company — and the Bell Corporation was 
consummated on March 14, 1973. At the initiation date, 
Jax held 1,000 shares of Bell. If the combination were 
accounted for as a pooling of interests, the 1,000 shares of 
Bell held by Jax would be accounted for as
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a. Retired stock.
b. 1,000 shares of treasury stock.
c. (1,000 ÷ the exchange rate) shares of treasury 
stock.
d. (1,000 x the exchange rate) shares of treasury 
stock.
7. The partnership of Wayne and Ellen was formed 
on February 28, 1973. At that date the following assets 
were contributed:
Wayne Ellen
Cash $25,000 $ 35,000
Merchandise — 55,000
Building - 100,000
Furniture and equipment 15,000 -
The building is subject to a mortgage loan of $30,000, 
which is to be assumed by the partnership. The partnership 
agreement provides that Wayne and Ellen share profits or 
losses 25% and 75%, respectively. Ellen’s capital account at 
February 28, 1973, would be
a. $190,000.
b. $160,000.
c. $172,500.
d. $150,000.
8. Based on the same facts as described in item 7, if 
the partnership agreement provides that the partners 
initially should have an equal interest in partnership capital 
with no contribution of intangible assets, Wayne’s capital 
account at February 28, 1973, would be
a. $100,000.
b. $115,000.
c. $200,000.
d. $230,000.
9. Jones sold land to Smith for $200,000 cash and 
a noninterest-bearing note with a face amount of $800,000. 
The fair value of the land at the date of sale was $900,000. 
Jones should value the note receivable at
a. $900,000.
b. $800,000.
c. $700,000.
d. $1,000,000.
10. On April 30, 1973, White sold land with a book 
value of $600,000 to Black for its fair value of $800,000. 
Black gave White a 12%, $800,000 note secured only by the 
land. At the date of sale, Black was in a very poor financial 
position and its continuation as a going concern was very 
questionable. White should
a. Use the cost recovery method of accounting.
b. Record the note at its discounted value.
c. Record a $200,000 gain on the sale of the land.
d. Fully reserve the note.
11. On April 1, 1972, Austin Corporation sold 
equipment costing $1,000,000 with accumulated
depreciation of $250,000 to its wholly owned subsidiary, 
Cooper Company, for $900,000. Austin was depreciating 
the equipment on the straight-line method over 20 years 
with no salvage value, which Cooper continued. In 
consolidation at March 31, 1973, the cost and accumulated 
depreciation, respectively, are
a. $ 1,000,000 and $300,000.
b. $900,000 and $50,000.
c. $900,000 and $60,000.
d. $750,000 and $50,000.
12. On June 30, 1972, the Ingalls Corporation sold 
equipment for $420,000 which had a net book value of 
$400,000 and a remaining life of 10 years. That same day 
the equipment was leased back at $1,000 per month for 5 
years with no option to renew the lease or repurchase the 
equipment. Ingalls’ rent expense for this equipment for the 
six months ended December 31, 1972, would be
a. $5,000.
b. $4,000.
c. $6,000.
d. $(14,000).
13. The auditor’s report covering the December 31,
1971, financial statements of Wald Corporation was 
qualified due to a legal suit pending against Wald. The suit 
was settled on June 30, 1972, and Wald was required to 
make payments of $40,000 per month for 20 months 
beginning January 1, 1973. The discounted present value of 
the future payments at June 30, 1972, and December 31,
1972, was $790,000 and $792,000, respectively. The 
charge against revenues for the year ended December 31,
1972, resulting from the settlement of the legal suit was
a. $792,000.
b. $800,000.
c. $0.
d. $790,000.
14. Sanitate Company issued 200 7% bonds for 
$200,000. Each $1,000 bond carries two stock warrants. 
Each warrant grants an option to purchase one share of $85 
par value common stock at $110 per share before 
December 31, 1973. At the date of the bond issue 
Sanitate’s common stock is selling for $100 per share and 
the warrants sold for $10 each. The credit for the 
warrants that Sanitate should record at the date of issue is
a. $3,636.
b. $0.
c. $2,000.
d. $4,000.
15. Based on the same facts as described in item 14, 
if 95% of the warrants are exercised prior to December 31,
1973, the total “capital in excess of par” created by the 
sale of the related common stock would be
a. $10,880.
b. $9,500.
c. $3,800.
d. $13,300.
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Number 2 (Estimated time —  40 to 50 minutes)
Your firm has been engaged to examine the financial 
statements of Lanning Corporation for the year ended 
December 31, 1972. Under your supervision your assistant 
has prepared the following comparative balance sheet at 
December 31, 1972 and 1971, and the income statement 
for the year ended December 31, 1972.
Lanning Corporation 
BALANCE SHEET 
December 31, 1972
With Comparative Figures for 1971
Assets 1972 1971
Current assets:
Cash $ 326,500 $ 231,000
Accounts receivable, net 621,000 614,000
Inventories 1,373,000 1,293,000
Prepaid expenses 160,000 175,000
Total current assets 2,480,500 2,313,000
Investment in and advances
to 35% owned corporation 940,000 625,000
Fixed assets:
Land 54,200 54,200
Buildings 758,000 758,000
Machinery and equipment
Al l o w a n c e  f o r
1,584,000 1,304,000
depreciation (513,000) (816,000)
Total fixed assets 1,883,200 1,300,200
D e fe r r e d  research and
development costs — 150,000
Liabilities and Owners’
Equity
$5,303,700 $4,388,200
Current liabilities:
Notes payable, bank $ 200,000 $ 250,000
Accounts payable 501,800 498,000
Accrued liabilities
C u r r e n t  p o r t io n  of
187,500 271,000
long-term debt 70,000 50,000
Income taxes payable 10,000 26,000
T o t a l  c u r r e n t
liabilities 969,300 1,095,000
Long-term liabilities:
6 ½% serial debentures
payable 900,000 950,000
8% secured note payable 380,000 —
Deferred income taxes 119,000 167,000
T o ta l  long-term
liabilities 1,399,000 1,117,000
Owners' equity:
Preferred stock 500,000 —
Common stock 1,621,000 1,621,000
Retained earnings
Treasury stock, common,
949,400 555,200
at cost (135,000) —
T o t a l  o w n e r s ’
equity 2,935,400 2,176,200
$5,303,700 $4,388,200
Lanning Corporation 
INCOME STATEMENT
For the Year Ended December 31, 1972
Sales
Cost of goods sold 
Gross profit on sales 
S e l l in g ,  g e n e ra l ,  and
administrative expenses 
Operating income 
Other income (expense):
Interest expense
Equity in the earnings of 
3 5% ow ned corpor­
ation
Net income before income 
taxes and extraordinary 
items
Income taxes:
Current
Deferred
N e t  i n c o m e  b e f o r e  
extraordinary items
Extraordinary items:
G a i n  o n  s a l e  o f
equipment, less income 
taxes of $184,800 
($208,800 current less 
$ 2 4 ,0 0 0  d e fe rred  
credit)
W rite-off o f deferred 
r e s e a r c h  a n d  
development costs less 
applicable deferred 
income tax of $72,000
Net income
$5,300,000
(3,600,000)
1,700,000
(563,000)
1,137,000
$(112,000)
__ 75,000 (37,000)
1,100,000
(480,000)
(48,000) (528,000)
572,000
200,200
(78,000) 122,200
$ 694,200
The following additional information has been 
extracted from your audit work papers:
1. During January 1972 Lanning decided to change 
its product mix. To accomplish this, new machinery and 
equipment costing $1,000,000 was purchased on February 
15, 1972. The vendor supplying the machinery and 
equipment was paid as follows:
a. Cash payment of $100,000.
b. Issuance of 5,000 shares of $100 par value 
preferred stock with a fair value of $500,000.
c. Issuance of a $400,000, 8% note secured by the 
machinery and equipment and payable in 20 
equal annual installments plus interest on 
February 15 of each year until paid in full.
2. The new machinery and equipment replaced 
dissimilar machinery and equipment which had an original 
cost of $720,000, accumulated depreciation at February 
15, 1972, of $504,000, and a related deferred tax liability 
of $24,000. The old machinery and equipment was sold for 
cash on December 14, 1972. No depreciation was recorded 
from February 15, 1972, until the date of sale.
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3. Lanning wrote off $150,000 of deferred research 
and development costs. The extraordinary charge for this 
write-off is net of a related $72,000 deferred tax liability.
4. Various other transactions follow:
a. Depreciation expense for the year was $201,000.
b. The Company paid cash dividends of $300,000.
c. The Company advanced $240,000 to the 
corporation of which it owns 35%.
Required:
Prepare a statement of changes in financial position 
based on additions to and deductions from working capital 
to appear in the 1972 annual report of Lanning 
Corporation.
Number 3 (Estimated time —  50 to 60 minutes)
On June 30, 1972, Linskey, Inc., purchased 100% of 
the outstanding common stock of Cresswell Corporation 
for $3,605,000 cash and Linskey’s common stock valued at 
$4,100,000. At the date of purchase the book and fair 
values of Cresswell’s assets and liabilities were as follows:
Book
Value
Fair
Value
Cash $ 160,000 $ 160,000
Accounts receivable, net 910,000 910,000
Inventory
Furniture, fixtures, and
360,000 1,025,186
machinery 3,000,000 2,550,000
Building
A c c u m u l a t e d
9.000,000 7,250,000
depreciation (5,450,000) -
Intangible assets, net 150,000 
$8,630,000
220,000
Accounts payable $ 580,000 580,000
Note payable
5% mortgage note
500,000 500,000
payable 4,000,000 3,710,186
Common stock 2,900,000 -
Retained earnings 650,000 -
$8,630,000
By the year end, December 31, 1972, the net balance 
of Cresswell’s accounts receivable at June 30, 1972, had 
been collected; the inventory on hand at June 30, 1972, 
had been charged to cost of goods sold; the accounts 
payable at June 30, 1972, had been paid; and the $500,000 
note had been paid.
As of June 30, 1972, Cresswell’s furniture, fixtures, 
and machinery and building had an estimated remaining life 
of eight and ten years, respectively. All intangible assets had 
an estim ated remaining life of twenty years. All 
depreciation and amortization is to be computed using the 
straight-line method.
As of June 30, 1972, the 5% mortgage note payable 
had eight equal annual payments remaining with the next 
payment due June 30, 1973. The fair value of the note was 
based on a 7% rate.
Prior to June 30, 1972, there were no intercompany 
transactions between Linskey and Cresswell; however, 
during the last six months of 1972 the following 
intercompany transactions occurred:
1. Linskey sold $400,000 of merchandise to 
Cresswell. The cost of the merchandise to Linskey was 
$360,000. Of this merchandise, $75,000 remained on hand 
at December 31, 1972.
2. On December 29, 1972, Cresswell purchased, in 
the market, $300,000 of Linskey’s 716% bonds payable for 
$312,500, including $22,500 interest receivable. Linskey 
had issued $1,000,000 of these 20-year 7½% bonds payable 
on January 1, 1965, for $960,000.
3. Many of the management functions of the two 
companies have been consolidated since the merger. 
Linskey charges Cresswell a $30,000 per month 
management fee.
4. At December 31, 1972, Cresswell owes Linskey 
two m onths’ management fees and $18,000 for 
merchandise purchases.
Required:
Complete the worksheet on page 112 for the 
preparation of a consolidated balance sheet and income 
statement for Linskey, Inc., and its subsidiary, Cresswell 
Corporation, for the year ended December 31, 1972. 
Provide computations in good form where appropriate to 
support entries.
Linskey’s profit and loss figures are for the 
twelve month period while Cresswell’s are for the last six 
months. You may assume that both companies made all the 
adjusting entries required for separate financial statements 
unless an obvious discrepancy exists. Income taxes should 
not be considered in your solution. Round all computations 
to the nearest dollar.
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Linskey, Inc., and Subsidiary 
WORKSHEET FOR CONSOLIDATED STATEMENTS
December 31, 1972
Debit ( Credit) Consolidated
Cresswell Consolidating Entries Balances
Linskey, Inc. Corporation Debit Credit Debit (Credit)
Cash $ 507,000 $ 200,750
Accounts receivable, net 1,890,000 817,125
Inventory
Furniture, fixtures, and
2,031,000 1,009,500
machinery 4,200,000 3,000,000
Buildings 17,000,000 9,000,000
Accumulated depreciation (8,000,000) (6,050,000)
Intangible assets, net _ 146,250
Investment in subsidiary 7,705,000 —
Investment in Linskey 7½%
bonds payable, net — 290,000
Interest receivable — 22,500
Discount on 716% bonds 24,000
Accounts payable (1,843,000) (575,875)
Interest payable (200,500) (100,000)
Mortgage notes payable (6,786,500) (4,000,000)
7½% bonds payable (1,000,000) —
8¼% bonds payable (3,900,000) —
Common stock (8,772,500) (2,900,000)
Retained earnings (2,167,500) (650,000)
Sales (26,000,000) (6,000,000)
Cost of goods sold 18,000,000 3,950,000
Selling, general, and admin­
istrative expenses 3,130,000 956,000
Management service income (180,000)
Management service expense - 180,000
Interest expense 662,000 100,000
Depreciation expense 3,701,000 600,000
Amortization expense
$ 0
3,750 
$ 0
112
Accounting Practice —  Part I
Number 4 (Estimated time —  40 to 50 minutes)
The office manager of Home Cookery Restaurant, 
Inc., has requested your assistance in calculating the 1972 
federal taxable income for the corporation and the joint 
1972 adjusted gross income of its two stockholders, Paul 
Roden and his wife, Sarah. The office manager has gathered 
all the necessary information and has begun calculating the 
corporation’s taxable income. His preliminary work shows 
corporate net income of $45,800 which you have found to 
be correct. However, the office manager is uncertain how to 
handle certain items relating to the incorporation and 
transactions between Mr. and Mrs. Roden and the 
corporation. Your investigation has revealed the following 
background on the incorporation, items which the office 
manager did not know how to handle and did not include 
in his preliminary calculation of the corporation’s income, 
and other supplementary information which also was not 
considered in the office manager’s calculations.
Background on the incorporation
In 1965 Mr. Roden opened and operated the Home 
Cookery Restaurant as a sole proprietorship. Effective 
December 31,1971, Mr. Roden legally transferred a 50% 
interest in the assets and liabilities of the restaurant (sole 
proprietorship) to Mrs. Roden. A gift tax return was 
appropriately filed and no gift tax was due. The Rodens 
incorporated the restaurant effective January 1, 1972, and 
immediately transferred all of its assets and liabilities to the 
corporation in exchange for 50% of the corporate stock for 
Mr. Roden and 50% for his wife. Following is the December 
31, 1971, tax basis balance sheet of the restaurant. Where 
the fair market value (FMV) of assets is different from the 
tax basis, it is shown parenthetically.
Assets
Cash $ 1,500
Accounts receivable $46,000
le ss allowance for bad debts 5,500 40,500
Inventory 15,000
Land (FMV, $32,000) 27,000
Equipment (FMV, $18,000) 23,000
L e s s  a c c u m u l a t e d
depreciation 7,000 16,000
Building (FMV, $48,000) 35,000
L e s s  a c c u m u l a t e d
depreciation 11,000 24,000
Total assets $124,000
Liabilities and Capital
Trade accounts payable $ 45,000
Mortgage payable on land and
building 22,000
Total liabilities 67,000
Capital 57,000
Total liabilities and
capital $124,000
Both before and after incorporation the restaurant 
operated on the accrual basis and used a calendar year. The 
corporation accounts for bad debts by the reserve method 
which was the method used by the proprietorship. The 
restaurant is open seven days per week and both Paul and 
Sarah worked there full time in 1972. Paul is president of 
the corporation; Sarah is secretary-treasurer.
Items in Question by the Office Manager
1. Payment to officer under wage continuation 
plan, $400: The wage continuation plan provides for the 
payment of 50% of an employee’s wages during a 
temporary absence from work due to illness. The plan 
covers all full-time employees. Sarah was away from work 
for 28 days, during which time she was hospitalized with 
pneumonia. During this period she received $100 per week. 
Her annual salary for 1972 would have been $10,400, 
excluding fringe benefits.
2. Compensation of officer, $30,000: Effective 
January 2, 1972, Paul contracted in writing with the 
corporation for a salary of $30,000, $20,000 of which is 
paid annually, and $10,000 of which is to be paid annually 
upon his retirement. His rights to the deferred portion are 
forfeitable and there are no funding arrangements.
3. Reimbursed expenses, $3,000: Paul accounts to 
the corporation for his entertainment expenses in the same 
manner as the other employees. During 1972 he was 
reimbursed $3,000. He paid out $3,750 for entertainment 
expenses on behalf of the corporation. The corporation 
would have reimbursed him for the additional $750 if he 
had bothered to make the claim.
4. Cost of food, $3,400: Paul and Sarah both eat 
their meals in the restaurant since they are required to be 
on duty during the meal periods. The cost of the food they 
consumed at work during 1972 was $3,400; the retail value 
was $6,000.
5. Group term life insurance, $990: The 
corporation is beneficiary of a $75,000 group term life 
insurance policy on Paul. The premium for the first 
$50,000 was $660, and the premium on the additional 
$25,000 was $330.
6. Ordinary life insurance, $2,500: Sarah is the 
owner and beneficiary of an ordinary life policy on Paul. Of 
the $2,500 annual premium, $1,100 represented an increase 
in the cash surrender value of the policy. Payment of the 
premium by the corporation was in the nature of additional 
compensation.
7. Health and accident insurance, $550: The 
premium paid is for both Sarah and Paul. All full-time 
employees are covered. Sarah was reimbursed a total of 
$1,800 for medical expenses relating to her illness.
8. Sale of auto, $4,000: On May 1, 1972, the 
corporation purchased an auto for $5,000 cash and 
immediately sold it to Paul for $4,000 cash.
9. Rental of summer cottage, $2,100: Paul and 
Sarah own a summer cottage which was rented by the 
corporation for the six-month period, April 1 to September
30. They received rent of $350 per month. The fair rental 
value of the cottage was $250 per month. The corporation
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used the cottage one and one-half months for entertaining. 
The Rodens used the cottage for four and one-half months 
for personal reasons. The other half of the year the house 
was vacant.
10. Distribution of freezer, $600: On December 29, 
the corporation distributed to Sarah a two-year-old freezer 
with a book value of $600. She assumed the applicable 
liability of $725. The original cost was $880, accumulated 
depreciation $280, and the fair market value on the date of 
distribution was $800.
11. Loan receivable — stockholder, $5,700: On 
July 1, 1972, Paul borrowed $5,700 from the corporation. 
On December 31, the corporation forgave the indebtedness.
12. Purchase of typewriter, $425: In addition to 
working in the restaurant, Sarah has been a part-time, 
self-employed typist. Sarah actively engaged in soliciting 
bona fide typing business during 1972 but generated no 
income. As a result, on December 29, 1972, she sold her 
business typewriter to the corporation. It was purchased in 
1969 at a cost of $375; depreciation for 1972 was $25; 
accumulated depreciation to the date of sale was $225. The 
corporation purchased the typewriter for $425, its fair 
market value.
13. Collections on accounts receivable, $37,000; 
payments on accounts payable, $45,000: These amounts 
relate to the assets and liabilities transferred to the 
corporation from the sole proprietorship.
Supplementary Information
• Of the accounts receivable contributed to the 
corporation, $3,700 have been determined to be worthless 
at December 31, 1972.
•  No depreciation has been recorded for 1972. The 
equipment and building transferred to the corporation had 
estimated useful lives from the date of transfer of 8 years 
and 16 years, respectively. Straight-line depreciation is to be 
used. Ignore salvage value.
•  The restaurant occupies 70% of the building. The 
remaining 30% is an apartment where the Rodens live rent 
free for their own convenience because of their working 
hours. The fair market value of renting the apartment 
would be $2,400 per year.
•  Mr. Roden had an unused net operating loss 
carryover from his proprietorship of $8,000 at January 1, 
1972.
Required:
a. Beginning with the preliminary net income of 
$45,800, prepare a schedule calculating the 1972 taxable 
income of Home Cookery Restaurant, Inc. Reasonableness 
of compensation is not an issue.
b. Prepare a schedule calculating the joint adjusted 
gross income of Mr. and Mrs. Roden for the calendar year 
1972. The foregoing information contains all of the Rodens’ 
1972 tax transactions. Disregard the dividend exclusion and 
depreciation and rental expenses on the summer cottage.
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GROUP II
(Estimated time —  50 to 60 minutes)
Solve only one of the two problems in this group. If 
both are solved, only the first will be considered.
Number 5
Instructions
Select the best answer for each of the following items 
which relate to the application of quantitative methods to 
accounting problems. In determining your answer to each 
item consider the information given in the preceding 
lettered statement of facts or data. Use a soft pencil, 
preferably No. 2, to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. Mark 
only one answer for each item. Your grade will be 
determined from your total of correct answers.
Items to be Answered
A. As the accounting consultant for Leslie 
Company you have compiled data on the day-to-day 
demand rate from Leslie’s customers for Product A and the 
lead time to receive Product A from its supplier. The data 
are summarized in the following probability tables:
Demand for Product A
Unit Demand 
per Day
0
1
2
3
Probability o f 
Occurrence
.45
.15
.30
.10
1.00
Lead Time for Product A
Lead Time Probability o f
in Days Occurrence
1
2
3
.40
.35
.25
1.00
Leslie is able to deliver Product A to its customers the 
same day that Product A is received from its supplier. All 
units of Product A demanded but not available, due to a 
stock-out, are back ordered and are filled immediately 
when a new shipment arrives.
16. The probability of the demand for Product A 
being nine units during a three-day lead time for delivery 
from the supplier is
a. .00025
b. .10.
c. .025.
d. .25.
17. If Leslie reorders 10 units of Product A when its 
inventory level is 10 units, the number of days during a 
360-day year that Leslie will experience a stock-out of 
Product A is
a. 0.75 days.
b. 36 days.
c. 10 days.
d. 0 days.
18. Leslie has developed an inventory model based 
on the probability tables and desires a solution for 
minimizing total annual inventory costs. Included in 
inventory costs are the costs of holding Product A, ordering 
and receiving Product A, and incurring stock-outs of 
Product A. The solution would state:
a. At what inventory level to reorder and how 
many units to reorder.
b. Either at what inventory level to reorder or how 
many units to reorder.
c. How many units to reorder but not at what 
inventory level to reorder.
d. At what inventory level to reorder but not how 
many units to reorder.
B. The Martin Corporation, which operates seven 
days a week, orders Product B from the Whiting Company 
each morning. Product B, which arrives soon after the order 
is placed, spoils if it is not sold at the end of the day.
The president of Martin has been using his executive 
judgment to determine how much of Product B to order 
each morning. You, as Martin’s controller, have noticed 
that a number of costly forecasting errors have been made 
by the president and wish to show him that the use of a 
more sophisticated method of determining the order 
quantity of Product B would save money for the Company. 
As part of the preparation for your presentation of the use 
of various forecasting techniques, you have compiled the 
following data regarding the past eleven days of orders of 
and demand for Product B.
X Y
Number
o f
Units
Ordered
Demand
in
Units
Y—Z
Number
o f
Units
Spoiled
(Short)
January 1, 1973 21 16 5
January 2, 1973 19 18 1
January 3, 1973 17 21 (4)
January 4, 1973 19 22 (3)
January 5, 1973 23 20 3
January 6, 1973 23 20 3
January 7, 1973 22 21 1
January 8, 1973 19 22 (3)
January 9, 1973 20 22 (2)
January 10, 1973 21 20 1
January 11, 1973 20 18 2
Total 224 220 4
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In answering each of the following items round all 
calculations to the next highest whole number.
19. Using the least squares time regression technique 
for forecasting and based on the data for the first eleven 
days of January, the number of units that Martin will order 
on January 16, 1973, is
a. 23.
b. 20.
c. 21.
d. 22.
20. Had Martin’s president based his January 2, 
1973, order on the exponential smoothing technique of 
forecasting using an alpha of 0.2 and a base of 21 units, the 
number of units ordered on January 2 would have been
a. 20.
b. 23.
c. 19.
d. 22.
21. After your presentation, the president favors the 
use of the exponential smoothing technique of forecasting, 
but he points out that during each month there is a single 
day in which demand will increase to 40 or 50 units and he 
desires to minimize the effect of this occurrence on the 
forecast. Martin should
a. Use the exponential smoothing technique with a 
large alpha factor.
b. Use the exponential smoothing technique with a 
small alpha factor.
c. Use the least squares time regression technique 
ra th e r than the exponen tia l smoothing 
technique.
d. Use a moving average technique rather than the 
exponential smoothing technique.
22. The president mentions that he expects demand 
to jump to approximately 35 units per day and stay at that 
level. He desires to use the exponential smoothing 
technique of forecasting but wants it to respond as quickly 
as possible to this expected increase. Martin should
a. Use a moving average technique rather than the 
exponential smoothing technique.
b. Use the exponential smoothing technique with a 
large alpha factor.
c. Use the exponential smoothing technique with a 
small alpha factor.
d. Use the least squares time regression technique 
ra th e r than the exponen tia l smoothing 
technique.
C. The Ball Company manufactures three types of 
lamps which are labeled A, B, and C. Each lamp is 
processed in two departments -  I and II. Total available 
man-hours per day for departments I and II are 400 and 
600, respectively. No additional labor is available. Time 
requirements and profit per unit for each lamp type is as 
follows:
A B C
M an-hours required  in
department I 2 3 1
M an-hours required in
department II 4 2 3
Profit per unit (Sales price
less all variable costs) $5 $4 $3
The Company has assigned you as the accounting 
member of its profit planning committee to determine the 
numbers of types of A, B, and C lamps that it should 
produce in order to maximize its total profit from the sale 
of lamps. The following questions relate to a linear 
programming model that your group has developed.
23. The coefficients of the objective function would 
be
a. 4 ,2 ,3 .
b. 2 ,3 ,1 .
c. 5 ,4 ,3 .
d. 400,600.
24. The constraints in the model would be
a. 2, 3, 1.
b. 5 ,4 ,3 .
c. 4 ,2 ,3 .
d. 400,600.
25. The co n stra in t imposed by the available 
man-hours in department I could be expressed as
a. 4X1 + 2X2 + 3X3
b. 4X1 + 2X2 + 3X3
c. 2X1 + 3X2 + 1X3
d. 2X1 +  3X2 + 1X3
26. The most types of lamps that would be included 
in the optimal solution would be
a. 2.
b. 1.
c. 3.
d. 0.
≤  400.
≥  400.
≤  400.
≥  400.
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D. Akron, Inc., owns 80% of the capital stock of 
Benson Co. and 70% of the capital stock of Cashin, Inc. 
Benson Co. owns 15% of the capital stock of Cashin, Inc. 
Cashin, Inc., in turn, owns 25% of the capital stock of 
Akron, Inc. These ownership interrelationships are 
illustrated in the following diagram:
Net income before adjusting for interests in 
intercompany net income for each corporation follows:
Akron, Inc. $190,000
Benson Co. $170,000
Cashin, Inc. $230,000
The following notations relate to items 27 through 30.
Ignore all income tax considerations.
Ae = Akron’s consolidated net income;
i.e., its net income plus its share of 
the consolidated net incomes of 
Benson and Cashin.
Be = Benson’s consolidated net income; 
i.e., its net income plus its share of 
the consolidated net income of 
Cashin.
Ce = Cashin’s consolidated net income; 
i.e., its net income plus its share of 
the consolidated income of Akron.
27. The equation, in a set of simultaneous equations, 
which computes Ae is
a. Ae = .75 (190,000 + .8Be + .7Ce).
b. Ae = 190,000+.8Be + .7Ce.
c. Ae = .75(190,000) + .8(170,000) + .7(230,000).
d. Ae = .75 (190,000) + .8Be + .7Ce.
28. The equation, in a set of simultaneous equations, 
which computes Be is
a. Be = 170,000 + .15Ce -  .75Ae.
b. Be = 170,000+.15Ce.
c. Be = .2 (170,000) +.15 (230,000).
d. Be = .2(170,000)+.15Ce.
29. Cashin’s minority interest in consolidated net 
income is
a. .15 (230,000).
b. 230,000 + .25Ae.
c. .15 (230,000)+.25Ae.
d. .15Ce.
30. Benson’s minority interest in consolidated net 
income is
a. $34,316.
b. $25,500.
c. $45,755.
d. $30,675.
Number 6
Instructions
Select the best answer for each of the following items 
which relate to a variety of managerial accounting 
problems. In determining your answer to each item 
consider the information given in the preceding lettered 
statement of facts or data. Use a soft pencil, preferably No. 
2, to blacken the appropriate space on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Your grade will be determined from 
your total of correct answers.
Items to be Answered
A. Amex Company is considering the introduction 
of a new product which will be manufactured in an existing 
plant; however, new equipment costing $150,000 with a 
useful life of five years (no salvage value) will be necessary. 
The space in the existing plant to be used for the new 
product is currently used for warehousing. When the new 
product takes over the warehouse space, on which the 
actual depreciation is $20,000, Amex Company will rent 
warehouse space at an annual cost of $25,000. An 
accounting study produces the following estimates of 
incremental revenue and expense on an average annual 
basis:
Sales $500,000
Cost of merchandise sold (excluding
depreciation) 385,000
D e p r e c ia t io n  o f e q u ip m e n t
(straight-line) 30,000
Marketing expense 10,000
The Company requires an accounting rate of return of 
11% (after income taxes) on average investment proposals. 
The effective income tax rate is 46%. Ignore the time value 
of money.
31. The average annual incremental costs for the first 
five years (including income taxes) which must be 
considered in evaluating this decision are
a. $459,500.
b. $470,300.
c. $473,000.
d. $475,700.
32. The minimum annual net income needed to meet 
the Company’s requirement for this investment is
a. $16,500.
b. $8,250.
c. $9,900.
d. $6,600.
33. The estimated annual residual income (after 
allowing for return on investment in new equipment) 
resulting from introduction of the new product is
a. $18,750.
b. $21,450.
c. $22,545.
d. $17,100.
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34. The estimated incremental cash flow during the 
third year is
a. $77,000.
b. $57,000.
c. $54,300.
d. $79,700.
B. The following information is available for Keller 
Corporation’s new product line:
Selling price per unit $ 15
Variable manufacturing costs per unit of
production 8
Total annual fixed manufacturing costs 25,000
Variable administrative costs per unit of
production 3
T o ta l an n u a l fixed selling and
administrative expenses 15,000
There was no inventory at the beginning of the year. 
During the year 12,500 units were produced and 10,000 
units were sold.
35. The ending inventory, assuming Keller uses 
direct costing, would be
a. $25,000.
b. $32,500.
c. $27,500.
d. $20,000.
36. The ending inventory, assuming Keller uses 
absorption costing, would be
a. $32,500.
b. $27,500.
c. $20,000.
d. $25,000.
37. The total variable costs charged to expense for 
the year, assuming Keller uses direct costing, would be
a. $110,000.
b. $100,000.
c. $117,500.
d. $80,000.
38. The total fixed costs charged against the current 
year’s operations, assuming Keller uses absorption costing, 
is
a. $35,000.
b. $40,000.
c. $25,000.
d. $15,000.
C. The Butrico Manufacturing Corporation uses a 
standard-cost system which records raw materials at actual 
cost, records materials-price variance at the time that raw 
materials are issued to work in process, and prorates all 
variances at year end. Variances associated with direct 
materials are prorated based on the direct-material balances 
in the appropriate accounts, and variances associated with 
direct labor and manufacturing overhead are prorated based 
on the direct-labor balances in the appropriate accounts.
The following information is available for Butrico for the 
year ended December 31, 1972:
Raw-materials inventory at December 31,
1972 $ 65,000
Finished-goods inventory at December
3 1 , 1972:
Direct material 87,000
Direct labor 130,500
A p p lied  m anufactu ring
overhead 104,400
Cost of goods sold for the year ended
December 31, 1972:
Direct material 348,000
Direct labor 739,500
A p p lied  m an u fac tu rin g
overhead 591,600
Di re c t - m a te r ia l  price variance
(unfavorable) 10,000
Direct-material usage variance (favorable) 15,000
Direct-labor rate variance (unfavorable) 20,000
D ire c t- la b o r  efficiency variance
(favorable) 5,000
Manufacturing overhead incurred 690,000
There were no beginning inventories and no ending 
work-in-process inventory. Manufacturing overhead is 
applied at 80% of standard direct labor,
39. The amount of direct-material price variance to 
be prorated to finished-goods inventory at December 31, 
1972, is a
a. $1,740 debit.
b. $2,000 debit.
c. $2,610 credit.
d. $3,000 credit.
40. The total amount of direct material in the 
finished-goods inventory at December 31, 1972, after all 
variances have been prorated is
a. $86,130.
b. $87,870.
c. $88,000.
d. $86,000.
41. The total amount of direct labor in the 
finished-goods inventory at December 31, 1972, after all 
variances have been prorated is
a. $134,250.
b. $131,850.
c. $132,750.
d. $126,750.
42. The total cost of goods sold for the year ended 
December 31, 1972, after all variances have been prorated 
is
a. $1,682,750.
b. $1,691,250.
c. $1,683,270.
d. $1,693,850.
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D. Tomlinson Retail seeks your assistance to 
develop cash and other budget information for May, June, 
and July 1973. At April 30, 1973, the Company had cash 
of $5,500, accounts receivable of $437,000, inventories of 
$309,400, and accounts payable of $133,055.
The budget is to be based on the following 
assumptions:
I. Sales
a. Each month’s sales are billed on the last day of 
the month.
b. Customers are allowed a 3% discount if payment 
is made within ten days after the billing date. Receivables 
are booked gross.
c. Sixty percent of the billings are collected within 
the discount period, 25% are collected by the end of the 
month, 9% are collected by the end of the second month, 
and 6% prove uncollectible.
IL Purchases
a. Fifty-four percent of all purchases of material 
and selling, general, and administrative expenses are paid in 
the month purchased and the remainder in the following 
month.
b. Each month’s units of ending inventory is equal 
to 130% of the next month’s units of sales.
c. The cost of each unit of inventory is $20.
d. Selling, general, and administrative expenses of 
which $2,000 is depreciation, are equal to 15% of the 
current month’s sales.
Actual and projected sales are as follows:
1973 Dollars Units
March $354,000 11,800
April 363,000 12,100
May 357,000 11,900
June 342,000 11,400
July 360,000 12,000
August 366,000 12,200
43. Budgeted cash disbursements during the month 
of June 1973 are
a. $292,900.
b.
c.
d.
$287,379.
$294,900.
$285,379.
44. Budgeted cash collections during the month of 
May 1973 are
a. $333,876.
b. $355,116.
c. $340,410.
d. $355,656.
45. The budgeted number of units of inventory to be 
purchased during July 1973 is
a. 15,860.
b. 12,260.
c. 12,000.
d. 15,600.
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(Prepared by the Board of Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, territories, and the District o f  Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE-PART II
May 10, 1973; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ........ ....................................................... .........................................
No. 2 .........................................................................................................
No. 3 .........................................................................................................
No. 4 ............................................................................ ............................
No. 5 .........................................................................................................
Total .......................................................................................... .. ..
40 50
40 50
30 40
50 60
60 70
220 270
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of the 
problems. If more than one page is required for a 
solution, number the pages in sequence for the 
problem with the lead schedule first, followed by 
supporting computations. For instance, if two pages 
are used for Problem No. 3, you would show Problem 
3, Page 1 of 2 and Page 2 of 2.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose scratch 
sheets may result in loss of grading points. Scratch 
sheets need not have page numbers, but you should 
show the problem number and place them 
immediately following the problem to which they 
relate.
3. Fourteen-column sheets should not be folded until all 
sheets, both wide and narrow, are placed in the proper 
sequence and fastened together at the top left corner. 
All fourteen-column sheets should then be wrapped 
around the back of the papers.
4. A CPA is continually confronted with the necessity of 
expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY IN ACCOUNTING 
WORK.
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Number 1 (Estimated time —  40 to 50 minutes)
Instructions
Select the best answer for each of the following items 
which relate to the federal income taxation of individuals. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. The answers should be selected in 
accordance with the current Internal Revenue Code and 
Tax Regulations. Mark only one answer for each item. Your 
grade will be determined from your total of correct 
answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
95. John Doe is 25 years old, unmarried, has good 
sight, and did not contribute to the support of any other 
person in 1972. He is entitled to a deduction for personal 
exemption for 1972 of
a. $1,800.
b. $1,200.
c. $750.
d. $0.
e. None of the above.
Answer Sheet
95. a.   b.  c .  d. ::::::: e. :::::::
Items to be Answered
1. On July 1, 1972, Al Zabel traded in a machine 
used in his business with an adjusted basis of $4,000 for 
another machine by paying $8,000 cash. The new machine 
has a ten-year useful life and an estimated salvage value of 
$1,000. Mr. Zabel uses straight-line depreciation and elects 
first-year bonus depreciation but not Asset Depreciation 
Range ( ADR). The total depreciation that he may claim on 
his 1972 separate return is
a. $2,450.
b. $2,070.
c. $2,950.
d. $3,500.
e. None of the above.
2. During the calendar year 1972 all medical 
expenses for Max Kreighton (h) and his wife (w) were as 
follows:
Basic medicare portion of FICA tax withheld
(w) $ 54
Basic medicare portion of self employment tax
(h) 54
Supplementary voluntary medicare (h) 48
Hospitalization insurance for Mrs. Kreighton’s
mother who is totally supported by Max but
has interest income of $900 226
Policy that guarantees $100 per week for a 
maximum of 100 weeks in the event of 
hospitalization as a result of illness (h) $160
Mr. and Mrs. Kreighton file a joint return for 1972; 
they have adjusted gross income of $8,000 and elect to 
itemize deductions. What amount may be deducted as 
medical expense in computing their taxable income?
a. $137.
b. $78.
c. $24.
d. $0.
e. None of the above.
3. Ken Lamper owns a one-third interest and is an 
active partner in a partnership of architects which has five 
full-time employees. All of the partners plus employees 
with more than three years of service are covered in a 
self-employed pension plan. Part-time employees do not 
qualify. Mr. Lamper’s distributive share of partnership 
income is $30,000, and he elects the standard deduction in 
computing his 1972 taxable income. The maximum pension 
plan contribution he may deduct on his own behalf is
a. $3,000.
b. $2,500.
c. $1,250.
d. $833 (nearest dollar).
e. None of the above.
4. Paul Charles, a cash basis taxpayer, owns an 
apartment house. In computing net rental income for 1972, 
the following information is ascertained:
An analysis of the 1972 bank deposit slips 
shows rents received in the amount of $15,000.
In December 1972, Mr. Charles received a 
$600 negotiable noninterest-bearing promissory 
note dated December 1, 1972, as rent for the 
months of December 1972 and January 1973 
(fair market value $550).
Pursuant to instructions from Mr. Charles a 
past-due rent check of $175 was given to the 
building superintendent on December 29, 1972.
He mailed it to the rental office on the 30th, it 
was received on January 2, and deposited on 
January 3, 1973.
The lease of the tenant in Apt. 4A expired 
on December 31, 1972, and the tenant left 
im p ro v e m e n ts  valued at $500. The 
improvements were not in lieu of any rent 
required to have been paid.
In computing his 1972 taxable income, Mr. Charles 
will report gross rents of
a. $16,275.
b. $16,225.
c. $15,725.
d. $15,500.
e. None of the above
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5. Jack Norman and his wife were divorced on 
April 1, 1972. Pursuant to the divorce decree he is required 
to make alimony payments of $125 per month beginning 
April 15 until such time as the death or remarriage of his 
former wife, plus child-support payments of $50 per 
month. The decree also requires him to pay $15,000 in 
1972 as a lump-sum property settlement. During 1972 Mr. 
Norman made all of the payments he was legally obligated 
to make. In addition he voluntarily paid a $1,000 medical 
bill of his former wife. His former wife had not remarried as 
of December 31, 1972. Mr. Norman itemizes his deductions 
for 1972. He may claim an alimony deduction of
a. $17,575.
b. $16,575.
c. $1,575.
d. $1,125.
e. None of the above.
6. On January 1, 1969, Ira Ostire, who is not a 
dealer, purchased ten $1,000 5% bonds of the state of 
California for $10,400 (maturity date, January 1, 1989). 
Interest is payable January 1 and July 1 each year. On 
December 31, 1972, he sold four of the bonds at a total 
price of $4,386 exclusive of interest. In computing Mr. 
Ostire’s 1972 taxable income, the receipt of interest on the 
bonds and the sale of the bonds will increase his adjusted 
gross income by
a. $629.
b. $129.
c. $113.
d. $0.
e. None of the above.
7. In 1972, Stan Dempsey, age 73, had wages of 
$4,000 and interest income of $2,100. During the previous 
20 years his salary was never less than $5,000 per annum. 
His wife, age 68, has had no earned income in any of the 30 
years of their marriage. Because Mr. Dempsey worked in a 
noncovered occupation, he receives no social security 
benefits. Mr. and Mrs. Dempsey file a joint return for 1972 
and elect to utilize the joint retirement income credit. The 
maximum amount of retirement income to be used in the 
computation is
a. $2,100.
b. $2,286.
c. $1,524.
d. $0, since neither qualifies.
e. None of the above.
8. Bob Yablow, a cash basis taxpayer, died on 
December 20, 1971. During 1972, his son John, as 
beneficiary, received the following amounts. The rights to 
these amounts had been distributed to John prior to their 
receipt by him.
Proceeds due decedent on 
uncollected installment 
obligation (father’s gross- 
profit percentage, 25%) 
from sale of securities held 
over two years, not as a 
dealer $5,000
Proceeds from December 2,
1971, sale of family jewelry 
acquired prior to 1960 
(father’s cost basis, $2,500) $3,000
Gift from father’s employer paid 
fo llo w in g  h is d e a th  
(payment actually represen­
ted father’s normal holiday 
bonus which he would have 
received had he lived) 4,000
In the computation of his 1972 taxable income, John 
Yablow would reflect the above amounts as
a. Long-term capital gain of $8,000; ordinary 
income of $4,000.
b. Long-term capital gain of $8,000.
c. Long-term capital gain of $1,750; ordinary 
income of $4,000.
d. Long-term capital gain of $ 1,750.
e. None of the above.
9. On February 16, 1971, Fred Samson purchased 
100 shares of Oscar Corp, at $40 per share. On July 28, 
1972, he sold the 100 shares at $25 per share. On August 
10, 1972, his wife purchased 50 shares of Oscar Corp. at 
$30 per share. These are the only capital asset transactions 
by the Samsons during 1972. In computing his 1972 
taxable income, Fred may deduct from his ordinary income 
of $ 15,000 a capital loss in the amount of
a. $1,000.
b. $750.
c. $1,500.
d. $375.
e. None of the above.
10. Charles Wilson and his wife furnished over half 
of the total support during 1972 of the following 
individuals:
Daughter, age 22, who was married on 
December 20, 1972, has no gross income 
of her own, and for 1972 files a taxable 
joint return with her husband
Son, age 17, with gross income of $2,500 
Wife’s brother, age 27, a full-time student with
gross income of $ 1,200
Their neighbor’s son, age 15, who has lived with 
them since May 1972 (while his parents are 
in Europe) and has no gross income.
Mr. and Mrs. Wilson file a joint return for 1972. The 
number of dependency exemptions they may claim is
a. Four.
b. Three.
c. Two.
d. One.
e. None of the above.
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11. On January 20, 1972, Tom Ferry, age 55, sold 
his residence for $30,000. The house had been purchased in 
1953 at a cost of $22,000. In order to make it salable it had 
been painted in December 1971 at a cost of $500 which 
was paid in December. On March 12, 1972, Mr. Ferry 
purchased a two-family house for $55,000. The rental 
portion is 50%, the remainder being used as a personal 
residence. For 1972, Mr. Ferry will include a long-term 
capital gain on the sale of his residence of
a. $8,000.
b. $2,500.
c. $2,000.
d. $0.
e. None of the above.
12. Soft Cream sells franchises to independent 
operators. In 1972 it sold a franchise to Edward Trent, 
charging an initial fee of $20,000 and a monthly fee of 2% 
of sales. Soft Cream retains the right to control such 
matters as employee and management training, quality 
control and promotion, and the purchase of ingredients. 
Mr. Trent’s 1972 sales amounted to $200,000. From the 
transactions with Trent, Soft Cream, an accrual basis 
taxpayer, would include in its computation of 1972 taxable 
income
a. Long-term capital gain of $24,000.
b. Long-term capital gain of $20,000, ordinary 
income of $4,000.
c. Long-term capital gain of $4,000, ordinary 
income of $20,000.
d. Ordinary income of $24,000.
e. None of the above.
13. On March 12, 1972, Al Baldwin’s automobile 
was completely destroyed in a collision due to his 
unintentional negligent driving. The car, which originally 
cost $3,500 and had a fair market value of $2,700 
immediately before the accident, was worthless afterwards. 
Mr. Baldwin had $250 deductible collision insurance and on 
June 14, 1972, he received a $2,450 check from the 
insurance company. He used the proceeds to purchase a car 
for $2,000 and to pay a $450 auto rental bill representing 
the cost of weekend rentals during the time he was without 
a car. Mr. Baldwin itemizes his deductions. The amount of 
casualty loss he may claim in computing his 1972 taxable 
income is
a. $250.
b. $600.
c. $150.
d. $950.
e. None of the above.
14. In 1972, Warren Potter had a salary of $30,000 
and no other income; however, his capital losses carried 
over from previous years were as follows:
Long-term capital loss carryover
from 1969 $( 240)
Long-term capital loss carryover
from 1971 (1,360)
Short-term capital loss carryover
from 1971 ( 580)
Mr. Potter is single. After deducting all possible 
carryovers in his 1972 return, his carryover to 1973 would 
be a
a. Long-term capital loss of $1,000.
b. Long-term capital loss of $760.
c. Long-term capital loss of $600, short-term 
capital loss of $580.
d. Short-term capital loss of $500.
e. None of the above.
Number 2 (Estimated time —  40 to 50 minutes)
The Cobleskill City Council passed a resolution 
requiring a yearly cash budget by fund for the City 
beginning with its fiscal year ending September 30, 1973. 
The City’s financial director has prepared a list of expected 
cash receipts and disbursements, but he is having difficulty 
subdividing them by fund. The list follows:
Cash receipts
Taxes:
General property $ 685,000
School 421,000
Franchise 223,000
1,329,000
Licenses and permits:
Business licenses 41,000
Automobile inspection permits 24,000
Building permits 18,000
83,000
Intergovernmental revenue:
Sales tax 1,012,000
Federal grants 128,000
State motor vehicle tax 83,500
State gasoline tax 52,000
State alcoholic beverage
licenses 16,000
1,291,500
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Charges for services: 
Sanitation fees 
Sewer connection fees 
Library revenues 
Park revenues
$ 121,000 
71,000 
13,000 
2,500
207,500
Bond issues:
Civic center 
General obligation 
Sewer 
Library
347,000
200,000
153,000
120,000
820,000
Other:
Proceeds from the sale of 
investments
Sewer assessments 
Rental revenue 
Interest revenue
312,000
50,000
48,000
15,000
425,000
$4,156,000
Cash disbursements
 General government 
Public safety 
Schools 
Sanitation 
Library
Rental property 
Parks
$ 671,000 
516,000 
458,000 
131,000 
28,000 
17,500
17,000 
1,838,500
Debt service:
General obligation bonds 
Street construction bonds 
School bonds
Sewage disposal plant bonds
Investments
State portion of sales tax
Capital expenditures:
Sewer construction (assessed
area)
Civic center construction 
Library construction
618,000
327,000
119,000
37,200
1,101,200
358,000
860,200
The financial director provides you with the following 
additional information:
1. A bond  issue was authorized in 1972 for the 
construction of a civic center. The debt is to be paid from 
future civic center revenues and general property taxes.
2. A bond issue was authorized in 1972 for 
additions to the library. The debt is to be paid from general 
property taxes.
3. General obligation bonds are paid from general 
property taxes collected by the general fund.
4. Ten percent (10%) of the total annual school 
taxes represents an individually voted tax for payment of 
bonds the proceeds of which were used for school 
construction.
5. In 1970, a wealthy citizen donated rental 
property to the City. Net income from the property is to be 
used to assist in operating the library. The net cash increase 
attributable to the property is transferred to the library on 
September 30 of each year.
6. All sales taxes are collected by the City; the state 
receives 85% of these taxes. The state’s portion is remitted 
at the end of each month.
7. Payment of the street construction bonds is to 
be made from assessments previously collected from the 
respective property owners. The proceeds from the 
assessments were invested and the principal of $312,000 
will earn $15,000 interest during the coming year.
8. In 1972, a special assessment in the amount of 
$203,000 was made on certain property owners for sewer 
construction. During fiscal 1973, $50,000 of this 
assessment is expected to be collected. The remainder of 
the sewer cost is to be paid from a $153,000 bond issue to 
be sold in fiscal 1973. Future special-assessment collections 
will be used to pay principal and interest on the bonds.
9. All sewer and sanitation services are provided by 
a separate enterprise fund.
10. The federal grant is for fiscal 1973 school 
operations.
11. The. proceeds remaining at the end of the year 
from the sale of civic center and library bonds are to be 
invested.
114,100
73,000
36,000
223,100 
$4,381,000
Required:
Prepare a budget of cash receipts and disbursements 
by fund for the year ending September 30, 1973. All 
interfund transfers of cash are to be included.
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Number 3 (Estimated time —  30 to 40 minutes)
Your client has entered into a business combination 
with Jackson Company. You have been asked to examine 
the financial statements of Jackson so that consolidated 
financial statements for the years ended December 31, 
1972 and 1971, can be issued for the combined companies.
The following information regarding Jackson is 
available:
1. Jackson started operations on January 1, 1971, 
and has had a December 31 year end for 1971 and 1972.
2. On January 1, 1971, Jackson leased a building 
for ten years at $3,500 per month. On that date Jackson 
put down a $2,000 deposit and paid the first and last 
months’ rent. The total $9,000 was charged to rent 
expense.
3. On January 1, 1971, Jackson paid $1,440 of the 
premium on a three-year fire and casualty insurance policy. 
The policy requires additional annual premium payments of 
$1,080 on January 1, 1972 and 1973. Jackson has been 
expensing the premiums as they were paid.
4. On June 30, 1971, Jackson paid $57,000 to have 
special electrical wiring placed in the building leased 
January 1, 1971. The wiring has an estimated useful life of 
20 years and no salvage value. Since the wiring could not be 
removed by Jackson at the end of the lease, it was charged 
to rent expense.
5. On January 1, 1972, Jackson sold equipment for 
$471,600 which cost $500,000 and had accumulated 
depreciation of $50,000. Equipment was credited for the 
selling price. On that same date, the equipment which had 
been sold was leased back for a rental of $2,200 per month 
for three years. Jackson has no option to repurchase the 
equipment or renew the lease.
6. On May 31, 1972, Jackson filed its first franchise 
tax return. The tax, which was based on the Company’s 
capital structure as of April 30, 1972, amounted to $2,800. 
It covers the period from January 1, 1971 to April 30, 
1973. The entire amount was expensed when paid.
7. Jackson has never written off uncollectible 
accounts receivable nor provided an allowance for bad 
debts. At December 31, 1971, no specific receivables were 
considered uncollectible; however, Jackson’s management 
estimates that 5% of all receivables will prove uncollectible. 
At December 31, 1972, $23,500 of specific receivables 
(none from commission sales) were known to be 
uncollectible, of which $21,000 were receivable at 
December 31, 1971. At December 31, 1971 and 1972, 
accounts receivable were $400,000 and $435,000, 
respectively.
8. Jackson pays its salesmen a 3% commission when 
the cash is collected for a sale. The commission is expensed 
when paid. At December 31, 1971 and 1972, accounts 
receivable relating to commission sales amounted to 
$350,000 and $380,000, respectively (5% are estimated to 
be uncollectible). Commissions actually paid during 1972 
on 1971 sales were $10,000.
9. Jackson purchased $3,130 of goods F.O.B. 
shipping point. The goods were not included in the 
December 31, 1971, physical-inventory count because they 
were in transit at that date. Jackson had recorded the 
transaction in the December 1971 purchase journal.
10. Jackson recorded an invoice in January 1973 for 
$2,860 of goods purchased in December. The goods were 
on hand and were included in the December 31, 1972, 
physical-inventory count.
11. On January 1, 1971, Jackson paid $35,000 for a 
franchise from another company which would give Jackson 
the exclusive right to sell certain products. The franchise 
expires on January 1, 2011. The cost was charged as an 
extraordinary item in 1971.
12. On December 31, 1971, goods having a selling 
price of $6,432 and a cost value of $4,311 were shipped to 
a customer by Jackson, F.O.B. shipping point. The goods 
were not included in the December 31, 1971, physical 
inventory; the sale was recorded in January 1972.
Required:
Prepare a working paper showing the computation of 
the effects of the above errors upon Jackson’s income for 
1971 and 1972 and upon Jackson’s balance sheet as of 
December 31, 1972. The worksheet analysis should be 
presented in the same order as the facts are given with 
corresponding numbers 2 through 12. (Formal journal 
entries or financial statements are not required.) 
Amortization and depreciation are to be calculated by the 
straight-line method. Ignore income and deferred tax 
considerations. Use the following columnar headings for 
your working paper.
Balance-Sheet 
Corrections at
Income Income December 31, 1972
1971 1972 Amount
Explanation Dr. Cr. Dr. Cr. Dr. Cr. Account
Number 4 (Estimated time —  50 to 60 minutes)
The Board of Directors of DeWitt Construction 
C om pany  is meeting to choose between the 
c o m p l e t e d -c o n t r a c t  m e th o d  a n d  th e  
percent age-of-completion method of accounting for
125
Examination Questions —  May 1973
long-term contracts for reporting in the Company’s 
financial statements. You have been engaged to assist 
DeWitt’s controller in the preparation of a presentation to 
be given at the Board meeting. The controller provides you 
with the following information:
1. DeWitt commenced doing business on January 1,
1972.
2. Construction activities for the year ended 
December 31, 1972:
Project
Total
Contract
Price
Billings 
Through 
December 
31, 1972
Cash
Collections 
Through 
December 
31, 1972
A $ 520,000 $ 350,000 $ 310,000
B 670,000 210,000 210,000
C 475,000 475,000 395,000
D 200,000 70,000 50,000
E 460,000 400,000 400,000
$2,325,000 $1,505,000 $1,365,000
Project
Contract 
Costs Incurred 
Through 
December
31, 1972
Estimated 
Additional 
Costs to 
Complete 
Contracts
A $ 424,000 $106,000
B 126,000 504,000
C 315,000 —
D 112,750 92,250
E 370,000 30,000
$1,347,750 $732,250
3. All contracts are with different customers.
4. Any work remaining to be done on the contracts 
is expected to be completed in 1973.
Required:
a. Prepare a schedule by project computing the 
amount of revenue and income (or loss) before selling, 
general, and administrative expenses for the year ended 
December 31, 1972, that would be reported under:
1. The completed-contract method.
2. The percentage-of-completion method 
(based upon estimated costs).
b. Following is a balance sheet which compares 
balances resulting from the use of the two methods of 
accounting for long-term contracts. For each numbered 
blank space on the statement, supply the correct balance 
[indicating dr. (cr.) as appropriate] next to the 
corresponding number on your answer sheet. Do not recopy 
the statement. Disregard income taxes.
DeWitt Construction Company 
BALANCE SHEET 
December 31, 1972
Assets
Completed-
Contract
Method
Percentage-of-
Completion
Method
Cash
Accounts receivable:
$ xxxx $ xxxx
Due on contracts
Cost of uncomplet­
ed contracts in
(1) (5)
excess of billings (2) -
Costs and estimated 
earnings in excess 
of billings on 
u n c o m p le te d
contracts — (6)
Property, plant, and
equipment, net xxxx xxxx
Other assets xxxx xxxx
$ xxxx $ xxxx
Liabilities and 
Stockholders’ 
Equity
Accounts payable and
accrued liabilities $ xxxx $ xxxx
Billings on uncomplet­
ed con tracts  in
excess of costs (3) —
Billings in excess of
costs and estimated
earnings — (7)
Estim ated losses on
u n c o m p l e t e d
contracts (4) -
Notes payable xxxx xxxx
Common stock xxxx xxxx
Retained earnings xxxx xxxx
$ xxxx $ xxxx
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Number 5 (Estimated time —  60 to 70 minutes)
The Custer Manufacturing Corporation, which uses a 
job-order-cost system, produces various plastic parts for the 
aircraft industry. On October 9, 1972, production was 
started on job number 487 for 100 front bubbles 
(windshields) for commercial helicopters.
Production of the bubbles begins in the Fabricating 
Department where sheets of plastic (purchased as raw 
material) are melted down and poured into molds. The 
molds are then placed in a special temperature and 
humidity room to harden the plastic. The hardened plastic 
bubbles are then removed from the molds and hand-worked 
to remove imperfections.
After fabrication the bubbles are transferred to the 
Testing Department where each bubble must meet rigid 
specifications. Bubbles which fail the tests are scrapped and 
there is no salvage value.
Bubbles passing the tests are transferred to the 
Assembly Department where they are inserted into metal 
frames. The frames, purchased from vendors, require no 
work prior to installing the bubbles.
The assembled unit is then transferred to the Shipping 
Department for crating and shipment. Crating material is 
relatively expensive and most of the work is done by hand.
The following information concerning job number 
487 is available as of December 31, 1972 (the information 
is correct as stated):
1. Direct materials charged to the job:
(a) 1,000 sq. ft. of plastic at $12.75 per sq. ft. 
was charged to the Fabricating Department. 
This amount was to meet all plastic 
material requirements of the job assuming 
no spoilage.
(b) 74 metal frames at $408.52 each were 
charged to the Assembly Department.
(c) Packing material for 40 units at $75 per 
unit was charged to the Shipping 
Department
2. Direct-labor charges through December 31, 
1972, were as follows:
Total Per Unit
Fabricating Department $1,424 $16
Testing Department 444 6
Assembly Department 612 12
Shipping Department 256 8
$2,736
3. Differences between actual and applied 
manufacturing overhead for the year ended December 31, 
1972, were immaterial. Manufacturing overhead is charged 
to the four production departments by various allocation 
methods, all of which you approve.
Manufacturing overhead charged to the Fabricating 
Department is allocated to jobs based on heat-room hours; 
the other production departments allocate manufacturing 
overhead to jobs on the basis of direct-labor dollars charged 
to each job within the department. The following reflects 
the manufacturing overhead rates for the year ended 
December 31, 1972:
Rate Per Unit______
Fabricating Department $.45 per hour
Testing Department .68 per direct-labor dollar
Assembly Department .38 per direct-labor dollar
Shipping Department .25 per direct-labor dollar
4. Job number 487 used 855 heat-room hours 
during the year ended December 31, 1972.
5. Following is the physical inventory for job 
number 487 as of December 31, 1972:
Fabricating Department:
(1) 50 sq. ft. of plastic sheet.
(2) 8 hardened bubbles, 1/4 complete as to 
direct labor.
(3) 4 complete bubbles.
Testing Department:
(1) 15 bubbles which failed testing when 2/5 of 
testing was complete. No others failed.
(2) 7 bubbles complete as to testing.
Assembly Department:
(1) 13 frames with no direct labor.
(2) 15 bubbles and frames, 1/3 complete as to 
direct labor.
(3) 3 complete bubbles and frames.
Shipping Department:
(1) 9 complete units, 2/3 complete as to 
packing material, 1/3 complete as to direct 
labor.
(2) 10 complete units; 100% complete as to 
packing material; 50% complete as to direct 
labor.
(3) 1 unit complete for shipping was dropped 
off the loading docks. There is no salvage.
(4) 23 units have been shipped prior to 
December 31, 1972.
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(5) There was no inventory of packing 
materials in the shipping department at 
December 31, 1972.
6. Following is a schedule of equivalent units in 
production by department for job number 487 as of 
December 3 1 , 1972:
Custer Manufacturing Corporation 
SCHEDULE OF EQUIVALENT UNITS IN 
PRODUCTION FOR JOB NUMBER 487
December 31, 1972
Fabricating Department
Plastic
(Sq .ft.) 
Bubbles (units)
Materials Labor Overhead
Transferred in from
raw materials 1,000 — — —
Production to date 
Transferred out to
(950) 95 89 95
o th e r  depart­
ments (83) (83) (83)
Spoilage - — — —
Balance at December
3 1 , 1972 50 12  6 12
Testing Department (units)
Bubbles
Transferred
in Labor Overhead
Transferred in from
o th e r  depart­
ments 83
Production to date 
Transferred out to
— 74 74
o th e r  depart­
ments (61) (61) (61)
Spoilage
Balance at December
(15) (6) ( 6)
3 1 , 1972 7 7 7
Assembly Department (units)
Transferred Over-
in Frames Labor head
Transferred in from 
raw materials
Transferred in from 
o th e r  depart­
ments
Production to date
Transferred out to 
o th e r  depart­
ments
— 74 — —
61
— — 51 51
(43) (43) (43) (43)
Balance at December
31,1972 18 31 8 8
Shipping Department (units)
Transferred Packing
Labor
Over­
headin Material
Transferred in from
raw materials 40
Transferred in from 
o th e r  depart­
ments 43
Production to date - - 32 32
Shipped (23) (23) (23) (23)
Spoilage 21) 21) 21) 21)
Balance at December 
3 1 , 1972 19 16 8  8 
Required:
Prepare a schedule for job number 487 of ending 
inventory costs for (1) raw materials by department, (2) 
work in process by department, and (3) cost of goods 
shipped. All spoilage costs are charged to cost of goods 
shipped.
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(Prepared by the Board o f Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District o f Columbia.)
EXAMINATION IN AUDITING
May 10, 1973; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 .............................
No. 2 .............................
No. 3 .............................
No. 4 .............................
No. 5 .............................
No. 6 .............................
No. 7 .............................
Total for examination
25 30
25 30
25 30
25 30
25 30
25 30
25 30
175
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of the 
questions. If more than one page is required for an 
answer, write “continued” at the bottom of the page. 
Number pages consecutively. For instance, if 12 pages 
are used for your answers they should be numbered 1 
through 12.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. A CPA is continually confronted with the necessity of 
expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY IN ACCOUNTING 
WORK.
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Number 1 (Estimated time —  25 to 30 minutes)
Instructions
Select the best answer for each of the following items 
and mark only one answer for each item. Use a soft pencil, 
preferably No. 2, to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. Your 
grade will be determined from your total of correct 
answers.
An example of the manner in which the answer sheet 
should be marked is shown in the following illustration:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor
a. Inspect all fixed assets acquired during the year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the 
existing internal control.
d. May not solicit clients.
Answer Sheet
96. a. :::::::::: b. :::::::::: c. d. :::::::::
Items to be Answered
1. An auditor’s “except for” report is a type of
a. Adverse opinion.
b. “Subject to” opinion.
c. Qualified opinion.
d. Disclaimer of opinion.
2. The opinion paragraph of a CPA’s report begins: 
“In our opinion, based upon our examination and the 
report of other auditors, the accompanying consolidated 
balance sheet and consolidated statements of income and 
retained earnings and of changes in financial position 
present fairly . .  . .” This is
a. A partial disclaimer of opinion.
b. An unqualified opinion.
c. An “except for” opinion.
d. A qualified opinion.
3. Even though he is expressing an unqualified 
opinion on the financial statements of Nile Corporation, a 
CPA feels that readers of the financial statements should be 
aware of an unusual auditing procedure that he used. For 
this purpose he should describe the procedure in the
a. General representation letter.
b. Opinion paragraph of his report.
c. Scope paragraph of his report.
d. Footnotes to the financial statements.
4. Approximately 90% of Helena Holding 
Company’s assets consist of investments in wholly owned 
subsidiary companies. The CPA examining Helena’s
financial statements has satisfied himself that changes in 
underlying equity in these investments have been properly 
computed based upon the subsidiaries’ unaudited financial 
statements, but he has not examined the subsidiaries’ 
financial statements. The auditor’s report should include
a. An adverse opinion.
b. An “except for” opinion.
c. A “subject to” opinion.
d. A disclaimer of opinion.
5. On April 14, 1973, a CPA issued an unqualified 
opinion on the financial statements of the Emerson 
Company for the year ended February 28, 1973. A 
structural defect in Emerson’s recently completed plant 
first appeared in late 1972, but the CPA did not learn of it 
until April 25, 1973. On May 1, 1973, the CPA learned that 
the defect would cause material losses to the Company. The 
CPA’s primary responsibility is
a. To determine that immediate steps are taken to 
inform all parties who are relying on information 
contained in the statements.
b. To make certain that the Company plans to 
provide for the losses in its financial statements 
for the year ended February 28, 1974.
c. To withdraw his unqualified opinion on the 
financial statements for the year ended February 
28, 1973, and issue a disclaimer of opinion or an 
appropriately qualified opinion.
d. Advisory only since the structural defect was not 
disclosed until after the completion of field 
work.
6. In connection with a public offering of first 
mortgage bonds by Guizzetti Corp., the bond underwriter 
has asked Guizzetti’s CPA to furnish him with a “comfort 
letter” giving as much assurance as possible relative to 
Guizzetti’s unaudited financial statements for the three 
months ended March 31, 1973. The CPA had expressed an 
unqualified opinion on Guizzetti’s financial statements for 
the year ended December 31, 1972; he has performed a 
limited review of Guizzetti’s financial statements for the 
three months ended March 31, 1973. Nothing has come to 
his attention that would indicate that the March 31, 1973, 
statements are not properly presented.
Under these circumstances, the CPA’s response to the 
underwriter’s request should be to
a. Give negative assurance as to the March 31, 
1973, financial statements but disclaim an 
opinion on these statements.
b. Inform the underwriters that no comfort letter is 
possible without an audit of the financial 
statements for the three months ended March 
31,1973.
c. Furnish to the underwriters an opinion that the 
March 31, 1973, statements are fairly presented 
subject to year-end audit adjustments.
d. Furnish to the underwriters a piecemeal opinion 
covering financial statements for the three 
months ended March 31, 1973.
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7. Hickory Company, whose financial statements 
are unaudited, has engaged a CPA to make a special review 
and report on Hickory’s internal accounting control. In 
general to which of the following will this report be least 
useful?
a. Hickory’s management.
b. Present and prospective customers.
c. A regulatory agency having jurisdiction over 
Hickory.
d. The independent auditor of Hickory’s parent 
company.
8. Lapping would most likely be detected by
a. Examination of canceled checks clearing in the 
bank-cutoff period.
b. Confirming year-end bank balances.
c. Preparing a schedule of interbank transfers.
d. Investigating responses to account-receivable 
confirmations.
9. From the standpoint of good procedural control, 
distributing payroll checks to employees is best handled by 
the
a. Accounting department.
b. Personnel department.
c. Treasurer’s department.
d. Employee’s departmental supervisor.
10. In a company whose materials and supplies 
include a great number of items, a fundamental deficiency 
in control requirements would be indicated if
a. Perpetual inventory records were not maintained 
for items of small value.
b. The storekeeping function were to be combined 
with production and record-keeping.
c. The cycle basis for physical inventory taking 
were to be used.
d. Minor supply items were to be expensed when 
purchased.
11. In violation of Company policy, the Jefferson 
City Company erroneously capitalized the cost of painting 
its warehouse. The CPA examining Jefferson City’s 
financial statements most likely would learn of this by
a. Reviewing the listing of construction work 
orders for the year.
b. Discussing capitalization policies with the 
Company controller.
c. Observing, during his physical inventory 
observation, that the warehouse had been 
painted.
d. Examining in detail a sample of construction 
work orders.
12. On its business stationery, a CPA firm should not 
list
a. The firm’s name, address, and telephone number.
b. Names of deceased partners in the firm name.
c. Membership in state CPA society.
d. That it has tax expertise.
13. A CPA should reject a management advisory 
services engagement if
a. It would require him to make management 
decisions for an audit client.
b. His recommendations are to be subject to review 
by the client.
c. He audits the financial statements of a subsidiary 
of the prospective client.
d. T h e  p r o p o s e d  en g a g em e n t is n o t 
accounting-related.
14. When a CPA lacks independence in connection 
with an audit engagement, he should
a. State, in his auditor’s report, the reason for his 
lack of independence.
b. Disclaim an opinion on the financial statements.
c. List, in his auditor’s report, all the generally 
accepted auditing procedures actually performed 
by him.
d. Issue a piecemeal opinion.
15. Triolo, CPA, has a small public accounting 
practice. One of Triolo’s clients desires services which 
Triolo cannot adequately provide. Triolo has recommended 
a larger CPA firm, Pinto & Co., to his client, and, in return, 
Pinto has agreed to pay Triolo 10% of the fee for services 
rendered by Pinto for Triolo’s client. Who, if anyone, is in 
violation of the AICPA’s Code of Professional Ethics?
a. Both Triolo and Pinto.
b. Neither Triolo nor Pinto.
c. Only Triolo.
d. Only Pinto.
16. The CPA who regularly examines Viola 
Corporation’s financial statements has been asked to 
prepare pro forma income statements for the next five 
years. If the statements are to be based upon the 
Corporation’s operating assumptions and are for internal 
use only, the CPA should
a. Reject the engagement because the statements 
are to be based upon assumptions.
b. Reject the engagement because the statements 
are for internal use.
c. Accept the engagement provided full disclosure 
is made of the assumptions used and the extent 
of the CPA’s responsibility.
d. Accept the engagement provided Viola certifies 
in writing that the statements are for internal use 
only.
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Number 2 (Estimated time —  25 to 30 minutes)
Instructions
Select the best answer for each of the following items 
and mark only one answer for each item. Use a soft pencil, 
preferably No. 2, to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. Your 
grade will be determined from your total of correct 
answers.
Items to be Answered
17. In performing a review of his client’s cash 
disbursements, a CPA uses systematic sampling with a 
random start. The primary disadvantage of systematic 
sampling is that population items
a. Must be reordered in a systematic pattern before 
the sample can be drawn.
b. May occur in a systematic pattern, thus negating 
the randomness of the sample.
c. May occur twice in the sample.
d. Must be replaced in the population after 
sampling to permit valid statistical inference.
18. From prior experience, a CPA is aware of the 
fact that cash disbursements contain a few unusually large 
disbursements. In using statistical sampling, the CPA’s best 
course of action is to
a. Eliminate any unusually large disbursements 
which appear in the sample.
b. Continue to  draw new samples until no 
unusually large disbursements appear in the 
sample.
c. Stratify the cash-disbursements population so 
tha t the unusually large disbursements are 
reviewed separately.
d. Increase the sample size to lessen the effect of 
the unusually large disbursements.
19. In connection with his test of the accuracy of 
inventory counts, a CPA decides to use discovery sampling. 
Discovery sampling may be considered a special case of
a. Judgmental sampling.
b. Sampling for variables.
c. Stratified sampling.
d. Sampling for attributes.
20. A CPA’s test of the accuracy of inventory counts 
involves two storehouses. Storehouse A contains 10,000 
inventory items and Storehouse B contains 5,000 items. 
The CPA plans to use sampling without replacement to test 
for an estimated 5% error rate. If the CPA’s sampling plan 
calls for a specified reliability of 95% and a maximum 
tolerable error occurrence rate of 7.5% for both storehouses, 
the ratio of the size of the CPA’s sample from Storehouse A 
to the size of the sample from Storehouse B should be
a. More than 1:1 but less than 2:1.
b. 2:1.
c. 1:1.
d. More than .5:1 but less than 1:1.
21. Approximately 5% of the 10,000 homogeneous 
items included in Barletta’s finished-goods inventory are 
believed to be defective. The CPA examining Barletta’s 
financial statements decides to test this estimated 5% 
defective rate. He learns that by sampling without 
replacement that a sample of 284 items from the inventory 
will permit specified reliability (confidence level) of 95% 
and specified precision (confidence interval) of ± .025. If 
specified precision is changed to ± .05, and specified 
reliability remains 95%, the required sample size is
a. 72.
b. 335.
c. 436.
d. 1,543.
22. The “reliability” (confidence level) of an estimate 
made from sample data is a mathematically determined figure 
that expresses the expected proportion of possible samples of 
a specified size from a given population
a. That will yield an interval estimate that will 
encompass the true population value.
b. That will yield an interval estimate that will not 
encompass the true population value.
c. For which the sample value and the population 
value are identical.
d. For which the sample elements will not exceed 
the population elements by more than a stated 
amount.
23. In an examination of financial statements a CPA 
generally will find stratified-sampling techniques to be least 
appropriate to
a. Examining charges to the maintenance account 
during the audit year.
b. Tests of transactions for compliance with 
internal control.
c. The re c o m p u ta t io n  of a sample of 
factory-workers’ net pay.
d. Year-end confirmation of bank balances.
24. A CPA’s client wishes to determine inventory 
shrinkage by weighing a sample of inventory items. If a 
stratified random sample is to be drawn, the strata should 
be identified in such a way that
a. The overall population is divided into 
sub populations of equal size so that each 
subpopulation can be given equal weight when 
estimates are made.
b. Each stratum differs as much as possible with 
respect to expected shrinkage but the shrinkages 
expected for items within each stratum are as 
close as possible.
c. The sample mean and standard deviation of each 
individual stratum will be equal to the means and 
standard deviations of all other strata.
d. The items in each stratum will follow a normal 
distribution so that probability theory can be 
used in making inferences from the sample data.
25. In estimating the total value of supplies on repair 
trucks, Baker Company draws random samples from two 
equal-sized strata of trucks. The mean value of the
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inventory stored on the larger trucks (stratum 1) was 
computed at $1,500, with a standard deviation of $250. On 
the smaller trucks (stratum 2), the mean value of inventory 
was computed as $500, with a standard deviation of $45. If 
Baker had drawn an unstratified sample from the entire 
population of trucks, the expected mean value of inventory 
per truck would be $1,000, and the expected standard 
deviation would be
a. Exactly $147.50.
b. Greater than $250.
c. Less than $45.
d. Between $45 and $250, but not $147.50.
26. Omaha Sales Company asked a CPA’s assistance 
in planning the use of multiple regression analysis to predict 
district sales. An equation has been estimated based upon 
historical data, and a standard error has been computed. 
When regression analysis based upon past periods is used to 
predict for a future period, the standard error associated 
with the predicted value, in relation to the standard error 
for the base equation, will be
a. Smaller.
b. Larger.
c. The same.
d. Larger or smaller, depending upon the 
circumstances.
27. A CPA’s client maintains perpetual inventory 
records. In the past, all inventory items have been counted 
on a cycle basis at least once during the year. Physical 
count and perpetual record differences have been minor. 
Now, the client wishes to minimize the cost of physically 
counting the inventory by changing to a sampling method 
in which many inventory items will not be counted during a 
given year. For purposes of expressing an opinion on his 
client’s financial statements, the CPA will accept the 
sampling method only if
a. The sampling method has statistical validity.
b. A stratified sampling plan is used.
c. The client is willing to accept an opinion 
qualification in the auditor’s report.
d. The client is willing to accept a scope 
qualification in the auditor’s report.
28. Returns of positive-confirmation requests for 
accounts receivable were very poor. As an alternative 
procedure, the auditor decided to check subsequent 
collections. The auditor had satisfied himself that the client 
satisfactorily listed the customer name next to each check 
listed on the deposit slip; hence, he decided that for each 
customer for which a confirmation was not received that he 
would add all amounts shown for that customer on each 
validated deposit slip for the two months following the 
balance - sheet date. The major fallacy in the auditor’s 
procedure is that
a. Checking of subsequent collections is not an 
accepted alternative auditing procedure for 
confirmation of accounts receivable.
b. By looking only at the deposit slip the auditor 
would not know if the payment was for the 
receivable at the balance-sheet date or a 
subsequent transaction.
c. The deposit slip would not be received directly 
by the auditor as a confirmation would be.
d. A customer may not have made a payment 
during the two month period.
29. Wald, Inc., has a June 30 year end. Its bank mails 
bank statements each Friday of every week and on the last 
business day of each month. For year end, Saturday, June 
30, 1973, the auditor should have the client ask the bank to 
mail directly to the auditor
a. Only the June 29 bank statement.
b. Only the July 13 bank statement.
c. Both the June 29 and July 6 bank statements.
d. Both the July 6 and 13 bank statements.
30. Mars Company has a separate outside transfer 
agent and outside registrar for its common stock. A 
confirmation request sent to the transfer agent should ask 
for
a. A list of all stockholders and the number of 
shares issued to each.
b. A statement from the agent that all surrendered 
certificates have been effectively canceled.
c. Total shares issued, shares issued in name of 
client, and unbilled fees.
d. Total shares authorized.
31. The Jackson Company records checks as being 
issued on the day they are written; however, the checks are 
often held a number of days before being released. The 
audit procedure which is least likely to reveal this method 
of incorrect cash-disbursements cutoff is to
a. Examine checks returned with cutoff bank 
statement for unreasonable time lag between 
date recorded in cash-disbursements book and 
date clearing bank.
b. Reconcile vendors’ invoices with accounts 
payable per books.
c. Reconcile bank statement at year end.
d. Reconcile exceptions to account-payable 
confirmations.
32. The Smith Corporation uses prenumbered 
receiving reports which are released in numerical order from 
a locked box. For two days before the physical count all 
receiving reports are stamped “before inventory,” and for 
two days after the physical count all receiving reports are 
stamped “after inventory.” The receiving department 
continues to receive goods after the cutoff time while the 
physical count is in process. The least efficient method for 
checking the accuracy of the cutoff is to
a. List the number of the last receiving report for 
items included in the physical-inventory count.
b. Observe that the receiving clerk is stamping the 
receiving reports properly.
c. Test trace receiving reports issued before the last 
receiving report to the physical items to see that 
they have been included in the physical count.
d. Test trace receiving reports issued after the last 
receiving report to the physical items to see that 
they have not been included in the physical 
count.
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Number 3 (Estimated time —  25 to 30 minutes)
Instructions
In each of the following items, two independent 
statements (numbered I and II) are presented. You are to 
evaluate each statement individually and determine whether 
it is true. Your answer for each item should be selected 
from the following responses:
a. I only is true.
b. II only is true.
c. Both I and II are true.
d. Neither I nor II is true.
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Your grade will be determined from your total of correct 
answers.
33. An auditor is reviewing internal control for 
accounts receivable.
I. The billing function should not be assigned 
to the person who is responsible for 
maintaining accounts-receivable records.
II. Responsibility for approval of the writeoff 
of accounts receivable that are uncollectible 
should not be assigned to the cashier.
34. An auditor is observing his client’s physical 
inventory.
I. Observation of the client’s physical 
inventory is performed in lieu of inventory 
test counts by the auditor.
II. A major advantage of using a prenumbered- 
tag system for physical-inventory taking is 
that proper use of this system can help 
establish that all counts were recorded.
35. I. Account - payable confirmations are based
on the amounts recorded by the client and 
will not necessarily disclose unrecorded 
liabilities. The auditor must rely primarily 
upon the client’s representation that all 
accounts payable have been recorded.
II. The auditor establishes that accounts 
payable are not understated by examining 
receiving reports for goods included in 
accounts payable at year end.
36. Two types of events that occur subsequent to 
the balance-sheet date require evaluation by the 
independent auditor.
I. The first type consists of those events that 
provide additional evidence with respect to 
conditions that existed at the date of the 
balance sheet.
II. The second type consists of events that 
provide evidence with respect to conditions 
that did not exist at the date of the balance 
sheet but may be of interest to users of the 
financial statements.
37. In his report on financial statements, the auditor 
states whether generally accepted accounting principles 
have been consistently applied in the current period in 
relation to the preceding period.
I. During the year ended December 31, 1972, 
Abel Company, because o f altered 
conditions, changed the estimated 
economic life of all its equipment from 8 to 
10 years. This accounting change and the 
amount of its effect may be required to be 
disclosed in a note to the financial 
statements for the year ended December 
31, 1972, but no comment as to 
consistency is required in the auditor’s 
report.
II. During the year ended December 31, 1972, 
Abel Company changed from the 
s t r a i g h t - l i n e  m e th o d  to  th e  
declining-balance method of depreciation 
for all its equipment. This accounting 
change had no effect on the financial 
statements for the year ended December 
31, 1972, but is expected to have a 
substantial effect in latter years. The 
change should be disclosed in a note to the 
financial statements for the year ended 
December 31, 1972, but no comment as to 
consistency is required in the auditor’s 
report.
38. I. The essence of a CPA’s independence is
performing his examination of financial 
statements from the viewpoint of the 
stockholders.
II. If a CPA is not independent, he should set 
fo rth  the reason for his lack of 
independence in his auditor’s report so that 
the user of the financial statements can 
evaluate the probable effect on the 
auditor’s opinion.
39. A CPA is invited to participate in a panel 
discussion at an educational seminar that will be attended 
by non-clients.
I. The CPA must avoid self-advertisement by 
instructing the trade organization to omit 
the name of his firm from the convention 
program.
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II. In the panel discussion the CPA must not 
express personal opinions on financial 
accounting that vary from opinions of the 
Accounting Principles Board and other 
authoritative bodies.
40. A CPA prepares the federal income tax return 
for Denver Company.
I. The CPA should sign the preparer’s 
declaration on the tax return only if he has 
examined Denver’s financial statements for 
the period reported upon.
II. The CPA should not sign the preparer’s 
declaration if the tax liability shown on the 
return is not in agreement with the tax 
liability shown in the audited financial 
statements.
41. I. A CPA may prepare federal income tax
returns involving the use of estimates if 
such use is generally acceptable or it is 
impracticable to obtain exact data.
II. If his client refuses to file an amended tax 
return when an obvious error in a previous 
return is discovered, the CPA’s professional 
responsibilities require that he report the 
misstatement to the Internal Revenue 
Service.
42. I. One of the techniques for controlling batch
processing is the use of hash totals.
II. A hash total is obtained by counting all 
documents or records to be processed.
43. I. An important improvement in recent
com puter hardware is the ability to 
autom atically produce error listings. 
Previously this was possible only by 
inclusion of appropriate instructions in the 
computer program.
II. Echo-check printouts provide the primary 
documentation upon which a company 
relies for an explanation of how a particular 
program operates.
44. I. The control of input and output of
accounting transactions to and from the 
data-processing department should be 
performed by an independent control 
group.
II. An internal-audit computer program which 
continuously monitors computer processing 
of accounting transactions is a feasible 
approach for improving internal control 
over online, realtime systems.
45. I. Read after write, dual read, parity check,
and echo check are all types of hardware 
controls.
II. A limit check in a computer program is 
comparable to a decision that an individual 
makes in a manual system to judge a 
transaction’s reasonableness.
46. Computer files are usually maintained on 
magnetic tapes or discs.
I. A principal advantage of using magnetic 
tape files is that data need not be recorded 
sequentially.
II. A major advantage of disc files is the ability 
to gain random access to data on the disc.
47. I. When they are not in use, tapes, discs, and
card files should be stored apart from the 
computer room under the control of a 
librarian.
II. In multiprogramming computer operations, 
several programs may be in core storage at 
one time. The intermixing or overlapping of 
data is prevented by a technique known as 
paging.
48. I. Indexed sequential access is a fundamental
programming technique which allows 
computers to be utilized effectively in 
solving repetitive problems.
II. Looping provides a method for insuring the 
accuracy of data transfer operations.
49. Meridian C orporation’s EDP department 
personnel include a manager, a programmer-systems 
analyst, three machine operators, a librarian, four key­
punch operators, and a control clerk.
I. Assuming that employees’ activities are 
s tr ic t ly  lim ited to their assigned 
responsibilities, internal control would not 
be strengthened by rotating periodically 
among machine operators the assignment of 
individual application runs.
II. If work volume expands sufficiently to 
justify individual positions, it would be 
desirable for Meridian to separate the duties 
of the system analyst and the programmer.
50. I. Both external and internal file labels are
useful in avoiding the use of the wrong 
input tape.
II. An internal label may be used only with 
magnetic-tape systems.
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Number 4 (Estimated time —  25 to 30 minutes)
In connection with his examination of the financial 
statements of Belasco Chemicals, Inc., Kenneth Mack, CPA, 
is considering the necessity of inspecting marketable 
securities on the balance-sheet date, May 31, 1973, or at 
some other date. The marketable securities held by Belasco 
include negotiable bearer bonds, which are kept in a safe in 
the treasurer’s office, and miscellaneous stocks and bonds 
kept in a safe deposit box at The Merchants Bank. Both the 
negotiable bearer bonds and the miscellaneous stocks and 
bonds are material to proper presentation of Belasco’s 
financial position.
Required:
a. What are the factors that Mr. Mack should 
consider in determining the necessity for inspecting these 
securities on May 31, 1973, as opposed to other dates?
b. Assume that Mr. Mack plans to send a member 
of his staff to Belasco’s offices and The Merchants Bank on 
May 31, 1973, to make the security inspection. What 
instructions should he give to this staff member as to the 
conduct of the inspection and the evidence to be included 
in the audit working papers? (Note: Do not discuss the 
valuation of securities; the income from securities; or the 
examination of information contained in the books and 
records of the Company.)
c. Assume that Mr. Mack finds it impracticable to 
send a member of his staff to Belasco’s offices and The 
Merchants Bank on May 31, 1973. What alternative 
procedures may he employ to assure himself that the 
Company had physical possession of its marketable 
securities on May 31 , 1973, if the securities are inspected 
(1) May 28, 1973? (2) June 5, 1973?
Number 5 (Estimated time —  25 to 30 minutes)
In his examination of financial statements, an auditor 
must judge the validity of the audit evidence he obtains.
Required:
Assume that you have evaluated internal control and 
found it satisfactory.
a. In the course of his examination, the auditor asks 
many questions of client officers and employees.
1. Describe the factors that the auditor should 
consider in evaluating oral evidence 
provided by client officers and employees.
2. Discuss the validity and limitations of oral 
evidence.
b. An aud ito r’s examination may include 
computation of various balance-sheet and operating ratios 
for comparison to prior years and industry averages. 
Discuss the validity and limitations of ratio analysis.
c. In connection with his examination of the 
financial statements of a manufacturing company, an 
auditor is observing the physical inventory of finished 
goods, which consists of expensive, highly complex 
electronic equipment.
Discuss the validity and limitations of the audit 
evidence provided by this procedure.
Number 6 (Estimated time —  25 to 30 minutes)
Nancy Miller, CPA, has completed field work for her 
examination of the financial statements of Nickles 
Manufacturers, Inc., for the year ended March 31, 1973, 
and now is preparing her auditor’s report. Presented below 
are four, independent, unrelated assumptions concerning 
this examination:
Assumption 1
The CPA was engaged on April 15, 1973, to examine 
the financial statements for the year ended March 31, 1973, 
and was not present to observe the taking of the physical 
inventory on March 31, 1973. Her alternative procedures 
included examination of shipping and receiving documents 
with regard to transactions during the year under review as 
well as transactions since the year end; extensive review of 
the inventory-count sheets; and discussion of the physical 
inventory procedures with responsible Company personnel. 
She has also satisfied herself as to inventory valuation and 
consistency in valuation method. Inventory quantities are 
determined solely by means of physical count. (Note: 
Assume that the CPA is properly relying upon the 
examination of another auditor with respect to the 
beginning inventory.)
Assumption 2
During the year ended March 31, 1973, Nickles’ new 
Pollution Control Systems Division incurred developmental 
costs which are material to the Company’s financial 
statements and are presented in the balance sheet as 
deferred research and development expense. The 
pollution-control equipment developed thus far has 
performed well in controlled laboratory simulations, but it 
has not been tested in a practical setting. Nickles cannot 
afford to proceed further with this project, but in 
management’s opinion sufficient governmental funds can be 
obtained to fully develop functioning equipment that can 
be sold at a price that will permit recovery of these costs. 
There is support for management’s optimism, but no 
commitment of governmental funds has been received to 
date. Nickles’ Board of Directors refuses to amortize 
development costs applicable to the Pollution Control 
Systems Division.
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Assumption 3
As of April 1, 1973, Nickles has an unused balance of 
$1,378,000 of federal income tax net operating loss 
carryover that will expire at the end of the Company’s 
fiscal years as follows: $432,000 in 1974, $870,000 in 
1975, and $76,000 in 1976. Nickles’ management expects 
that the Company will have enough taxable income to use 
the loss carryover before it expires.
Assumption 4
On February 28, 1973, Nickles paid cash for all of the 
outstanding stock of Ashworth, Inc., a small manufacturer. 
The combination was consummated as of that date and has 
been appropriately accounted for as a purchase.
Required:
For each assumption described above discuss:
a. In detail, the appropriate disclosures, if any, in 
the financial statements and accompanying 
footnotes.
b. The effect, if any, on the auditor’s short-form 
report. For this requirement assume that Nickles 
make s the appropriate disclosures, if any, 
recommended in “a.”
Note: Complete your discussion of each assumption (both 
“a” and “b”) before beginning discussion of the next 
assumption. In considering each independent assumption, 
assume that the other three situations did not occur. 
Organize your answer sheet as follows:
Assumption
Number
(a)Financial Statements 
and Footnotes
(b) Auditor’s 
Report
Number 7 (Estimated time —  25 to 30 minutes)
As part of his examination of the financial statements 
of the Marlborough Corporation for the year ended March 
31, 1973, Mario Romito, CPA, is reviewing the 
balance-sheet presentation of a $1,200,000 advance to 
Franklin Olds, Marlborough’s president. The advance,
which represents 50% of current assets and 10% of total 
assets, was made during the year ended March 3 1 , 1973. It 
has been described in the balance sheet as “miscellaneous 
accounts receivable” and classified as a current asset.
Mr. Olds informs the CPA that he has used the 
proceeds of the advance to purchase 35,000 shares of 
Marlborough’s common stock, in order to forestall a 
take-over raid on the Company. He is reluctant to have his 
association with the advance described in the financial 
statements because he does not have voting control and 
fears that this will “just give the raiders ammunition.”
Mr. Olds offers the following four-point program as an 
alternative to further disclosure:
1. Have the advance approved by the Board of 
Directors. (This can be done expeditiously because a 
majority of the Board members are officers of the 
Company.)
2. Prepare a demand note payable to the Company 
with interest of 7½% (the average bank rate paid by the 
Company.)
3. Furnish an endorsement of the stock to the 
Company as collateral for the loan. (During the year under 
audit, despite the fact that earnings did not increase, the 
market price of Marlborough common rose from $20 to 
$40 per share. The stock has maintained its $40 per share 
market price subsequent to year end.)
4. Obtain a written opinion from the Company 
attorney supporting the legality of the Company’s advance 
and the use of the proceeds.
Required:
a. Discuss the proper balance-sheet classification of 
the advance to Mr. Olds and other appropriate disclosures 
in the financial statements and footnotes. (Ignore SEC 
regulations and requirements, tax effects, creditor’s 
restrictions on stock repurchase, and the presentation of 
common stock dividends and interest income.)
b. Discuss each point of Mr. Olds’ four-point 
program as to whether or not it is desirable and as to 
whether or not it is an alternative to further disclosure.
c. If Mr. Olds refuses to permit further disclosure, 
what action(s) should the CPA take? Discuss.
d. In his discussion with the CPA, Mr. Olds warns 
that the raiders, if successful, probably will appoint new 
auditors. What consideration should the CPA give to this 
factor? Explain.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners o f the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN BUSINESS LAW 
(Commercial Law)
May 11, 1973; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ........................................................................................................
No. 2 ........................................................................................................
No. 3 ........................................................................................................
No. 4 ........................................................................................................
No. 5 ........................................................................................................
No. 6 ........................................................................................................
No. 7 ........................................................................................................
No. 8 ........................................................................................................
20 25
20 25
20 25
25 30
15 20
30 35
20 25
20 25
170 210Total for examination ......................................................................
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of the 
questions. If more than one page is required for an 
answer, write “continued” at the bottom of the page. 
Number pages consecutively. For instance, if 12 pages 
are used for your answers they should be numbered 
from 1 through 12.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. A CPA is continually confronted with the necessity of 
expressing his opinions and conclusions in written 
reports in clear unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY IN ACCOUNTING 
WORK.
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Number 1 (Estimated time —  20 to 25 minutes)
Instructions
Each of the Uttered statements of facts below is 
follow ed by num bered sentences that state legal 
conclusions relating to those facts. You are to determine 
whether each legal conclusion is true or false according to 
the general principles of contract, sales, and surety law and 
the Uniform Commercial Code. Use a soft pencil, 
preferably No. 2, to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. Your 
grade will be determined from your total of correct answers 
less a penalty of approximately one-half for each of your 
incorrect answers; an omitted answer will not be considered 
an incorrect answer.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
X. The following telegrams are exchanged among 
Gordon, a watch merchant, Andrews, another watch 
merchant, and Speculator.
a. September 5, 1972 
To Andrews: Offer you my collection of 25 
original 1928 Mickey Mouse watches for $1,500. 
Offer will be held open until September 11.
Gordon
b. September 6, 1972 
To Gordon: Mickey Mouse market is bearish 
now. I am still considering your offer, will advise 
shortly.
Andrews
c. September 6, 1972 
To Gordon: Understand you are offering for sale 
25 original 1928 Mickey Mouse watches for 
$1,500. I accept your offer.
Speculator
d. September 7, 1972 
To Andrews: Y our judgment of market 
condition is wrong. Offer withdrawn.
Gordon
e. September 7, 1972 
To Speculator: You know value when you hear 
about it. It’s a deal.
Gordon
f. September 8, 1972 
To Gordon: You’re a hard man to deal with. 
Accept your offer.
Andrews
101. Gordon’s withdrawal of his offer to Andrews was 
effective when Andrews received Gordon’s telegram 
dated September 7.
102. Andrews’ telegram dated September 8 operates as an 
acceptance only when Gordon receives that telegram.
103. Speculator’s telegram dated September 6 created a 
contract between Gordon and Speculator when 
received by Gordon.
104. Gordon has entered into a contract with both 
Andrews and Speculator.
105. Assuming Gordon died on September 6, his offer to 
Andrews terminates on that date even if Andrews had 
no notice until September 15.
Answer Sheet
101. T
 
F
102. T   F
103. T F
104. T F
 
105. T  F  
Items to be Answered
A. On January  2, 1973, West Electronics 
unconditionally offered in writing to sell a new high-fidelity 
sound system to Young for $450. Young replied in writing.
1. If West had referred to a reasonable price, in lieu 
of $450, the offer would be too indefinite to 
create a power of acceptance in Young.
2. In lieu of an offer of $450, if West had provided 
that the price was to be set by a third person, its 
offer would be too indefinite to create a power 
of acceptance in Young.
3. If West’s offer is effective, Young’s reply of “I 
will pay $350” constitutes an acceptance.
4. If West’s offer stated that Young must accept on 
or before January 20, 1973, West could not 
withdraw the offer prior to that time.
5. If West’s offer failed to state the time within 
which it could be accepted, West could not 
withdraw the offer before the expiration of a 
reasonable period of time.
6. If Young paid $10 to West for a written option 
exercisable for 30 days to purchase the system, 
West may withdraw the offer only by a written 
communication to Young.
B. Br own, an experienced businessman, has 
customarily advised Mrs. Weston, a widow without business 
experience, in connection with business matters. Without 
making any representations of fact, Brown induced Mrs. 
Weston to enter a contract of sale with Casey, a business 
colleague of Brown. Brown and Casey know that the 
contract is disadvantageous to Mrs. Weston.
7. Normally an affirmative misrepresentation of 
material fact is necessary to constitute fraud; i.e., 
silence is not sufficient.
8. If  Casey were a merchant who knowingly 
misrepresented a material characteristic of the 
goods to be sold to Mrs. Weston, the contract 
would be voidable at Mrs. Weston’s option.
9. If Brown knowing the true facts induced Mrs. 
Weston to sign on the representation that the 
document was a mere letter of introduction, the 
transaction is absolutely void.
10. If without relying upon Brown’s advice Mrs. 
Weston signed the contract, she would be bound 
by its terms.
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C. On February 1, 1973, Anderson orally agreed to 
sell Bailey some rare antique furniture situated in 
Anderson’s country cottage. The agreed price was $980, 
delivery and payment to take place March 1, 1973. On 
February 20, 1973, Bailey inquired of Anderson whether 
the furniture was warranted to be in good condition. 
Anderson so warranted.
11. Anderson’s warranty is enforceable.
12. If Anderson refused to deliver the furniture, 
Bailey could succeed in a suit for compensatory 
damages.
13. If Bailey breached the agreement after taking 
possession of the furniture, Anderson could 
succeed in a suit against Bailey for restitution.
14. If the subject matter of the agreement were the 
cottage instead of the furniture, Bailey could 
enforce the agreement against Anderson.
15. If the subject matter of the agreement were the 
cottage and only Bailey had signed an agreement, 
he could enforce such agreement against 
Anderson.
D. You are the accountant for Andrew Able and 
have discovered the following facts and related problems. 
Depleted Corp., a manufacturer of plastic and chemical 
products, is seeking a loan from Friendly Bank. The bank 
has doubts about the credit worthiness of Depleted. 
Andrew Able, a wealthy businessman who is related to the 
owners of Depleted, telephones the bank: “If Depleted 
does not pay the debt, I will.” On January 15, 1973, 
Friendly extends a loan for $3,000 to Depleted in exchange 
for its promissory note payable on or before December 31, 
1973.
16. Friendly Bank may enforce repayment against 
Able.
17. If Able had instead stated to Friendly “I will 
pay,” Friendly could enforce repayment against 
Able.
18. If Depleted had not signed a promissory note but 
merely had stated “We will pay $3,000 on 
December 31, 1973,” Friendly could enforce 
repayment against Depleted.
19. If Healthy Corp., a customer of Depleted which 
depends on Depleted for most of its supplies, 
stated to Friendly that “If you extend the loan 
to Depleted and Depleted does not pay its debt, 
we will,” Friendly could enforce repayment 
against Healthy.
E. On June 1, 1972, South Corp. entered into a 
contract to sell goods for $100,000 to Park Corp., with 
delivery on July 15 and payment within 90 days of 
delivery. South, in need of cash, borrowed $60,000 from
Corner Bank and assigned its contract rights and accounts 
receivable from Park to the bank as collateral. The bank 
notified Park in writing of the assignment.
20. After South’s delivery of the goods and assuming 
that South is in default on the loan, if Park paid 
South within the 90-day period, the bank would 
remain entitled to payment from Park.
21. If the contract did not prohibit assignment, 
South’s assignment of the contract to the bank 
for security would effect a delegation of the 
performance of South’s duties.
22. If the contract did not prohibit assignment and it 
called for payment on delivery, South’s 
assignment of rights and delegation of duties 
under the contract to another company selling 
the same goods, Tanker Corp., would be 
effective.
23. If the assignment described in statement 22 
effected a delegation of South’s duties to Tanker 
Corp., South would thereupon be discharged 
from its obligation under the assigned contract.
24. If the contract between Park and South had 
involved Park’s hiring South as a salesman, an 
assignment of South’s contract rights would 
effect a delegation of its duties as well.
25. If the contract of sale had expressly prohibited 
any assignment by providing that any such 
purported assignment be null and void, an 
assignment by Park to Mason would nevertheless 
be effective; however, it would expose Park to a 
breach of contract suit by South.
F. On September 10, 1972, John Brackley agreed in 
writing to hire Wayne Green to restyle his office for $550, 
subject to the satisfaction of Brackley. The job was to be 
completed by October 10, 1972, and payment was to be 
made at that time: Prior to Green’s beginning the job, 
Brackley telephoned Green on October 1, 1972, to 
announce that he would not pay for the job.
26. The satisfaction of Brackley is a valid express 
condition precedent to his duty to pay for the 
job.
27. An implied condition is that Green be given 
access to the office.
28. A breach by Brackley would excuse Green from 
his performance under the contract.
29. If Brackley agreed to convey his automobile to 
Green in satisfaction of his obligation under the 
original agreement, the new agreement would be 
an accord and satisfaction.
30. The destruction of Brackley’s office by fire on 
September 15, 1972, would discharge Green’s 
duty to perform.
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Number 2 (Estimated time —  20 to 25 minutes) 
Instructions
Each of the lettered statements of facts below is 
follow ed by num bered sentences that state legal 
conclusions relating to those facts. You are to determine 
whether each legal conclusion is true or false according to 
Articles 3 and 4 of the Uniform Commercial Code 
(Commercial Paper and Bank Deposits and Collections). 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Your grade will be determined from 
your to ta l o f co rrec t answers less a penalty of 
approximately one-half for each of your incorrect answers; 
an omitted answer will not be considered an incorrect 
answer.
Items to be Answered
A. During your annual examination of the financial 
statements of Newsome, Inc., you learn of legal difficulties 
Newsome has had in the acquisition of a factory building. 
Newsome purchased the building from Charles Bosphor for 
$150,000. Bosphor had warranted orally that the building 
contained no structural defects. The warranty deed also 
con tained  the additional warranty against structural 
defects. Bosphor knew his warranty was a false statement. 
At the closing, two checks were delivered to Bosphor in 
exchange for his warranty deed with full covenants. The 
first check for $86,350 was payable to the First State Bank 
to satisfy the existing first mortgage. The second check for 
$63,650 was payable to Bosphor. Two days after closing 
and obtaining possession of the building, Newsome 
discovered the structural defect. Newsome immediately 
stopped payment on the checks, and its bank refused 
payment. Prior to Newsome’s discovery, however, Bosphor 
had deposited and withdrawn the entire amount in his 
checking account including the $63,650 received from 
Newsome.
31. Bosphor has committed a fraud.
32. Bosphor has breached the warranty against 
structural defects contained in the deed.
33. First State Bank cannot qualify as a holder in 
due course.
34. Newsome’s bank cannot be compelled to pay on 
the checks.
35. First State Bank’s satisfaction of the “value 
requirement” consists of an antecedent debt.
36. First State Bank will be able to recover $86,350 
against Newsome.
37. The test to determine whether Bosphor’s bank 
has given value is the first-in, first-out rule.
38. Bosphor’s bank has given value.
39. Bosphor’s bank will not be able to collect against 
Newsome.
40. Had Newsome’s bank paid both checks prior to 
receipt of the stop order, it would have no 
liability to Newsome.
41. Had the checks been certified by Newsome’s 
bank, the bank would have assumed primary 
liability thereon.
42. If Newsome had given Bosphor a nonnegotiable 
promissory note for $63,650, a bona fide 
purchaser for value would be able to collect 
against Newsome, free of Newsome’s personal 
defenses.
B. Your client, Mortgage Discount Service, Inc., 
purchased the following piece of commercial paper from 
Martin Gross. Gross had received it in connection with the 
sale to Charles Lamb of certain real property he owned in 
Illinois. Martin Gross indorsed it in blank and received 
$14,750 from Mortgage Discount.
$15,000.00 New York, New York
February 2, 1973
Sixty days after date, I promise to pay to the 
order of Martin Gross Fifteen Thousand + 
00/100 Dollars at the Second National Bank of 
Wabash, Illinois.
Value received with interest at the rate of
7½% per annum. This instrument arises out of 
the sale of real estate located in the State of 
Illinois. It is further agreed that:
1. This instrument is subject to all implied 
and constructive conditions.
2. The instrument is secured by a first 
mortgage given as per the sale of the real 
estate mentioned above.
3. It is to be paid out of funds deposited in
the Second National Bank of Wabash, 
Illinois.
No. 60 D u e ______  Charles Lamb
Signature
Having been sued on the instrument, Charles Lamb 
claims that he may assert all defenses (real and personal) 
against Mortgage Discount Service, Inc., in that the 
instrument is nonnegotiable.
43. Since the instrument is drawn in New York and 
payable in Illinois, it is a “ foreign” instrument.
44. The instrument was initially bearer paper.
45. In order to qualify as a holder in due course. 
Mortgage Discount Service needs Martin Gross’ 
indorsement on the instrument.
46. The instrument is a demand note.
47. The fact that the due date was not filled in at the 
bottom renders the instrument nonnegotiable.
48. Clause No. 1 of the instrument renders it
nonnegotiable.
49. Clause No. 2 of the instrument renders it
nonnegotiable.
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50. Clause No. 3 of the instrument renders it 
nonnegotiable.
51. If the instrument is nonnegotiable, Mortgage 
Discount will nevertheless be able to enforce it as 
the assignee of Martin Gross but will be subject 
to all valid defenses assertable by Lamb against 
Gross.
52. If the instrument is negotiable, Charles Lamb has 
primary liability on it.
53. The instrument is bearer paper in Mortgage 
Discount’s hands since Gross indorsed it in 
blank.
C. An examination of the financial statements of 
the Watkins Gasket Company revealed that sixteen forged 
checks totaling $4,500 had been cashed by Donald Parsons. 
Parsons was Watkins’ night watchman and had used the 
money to pay his gambling losses. He had stolen twenty 
blank checks from the treasurer’s office by picking the lock 
to the supply cabinet and removing the twenty checks from 
the last checkbook at the bottom of the supply. Parsons 
also photocopied a letter containing the treasurer’s 
signature. Subsequently he drew checks to his own order, 
forged the treasurer’s signature, and cashed them. The 
amounts were small at first but increased in size over the 
ten-month period in which the fraud remained undetected. 
The forged signatures of the treasurer were almost perfect, 
so good in fact that only a handwriting expert could tell the 
difference. Parsons cashed some of the forged checks at the 
Marshall Community Bank. At other times, he indorsed 
them  and cashed them  at a local check-cashing 
establishment, which in turn deposited them to its account 
at the First State Bank. Marshall Community Bank, the 
drawee bank, paid the forged checks and charged Watkins 
Gasket’s account. Watkins Gasket is seeking to recover the 
$4,500.
54. The forgeries in question constitute a real 
defense.
55. Marshall Community Bank was negligent in 
paying the forged checks.
56. If the Marshall Bank was negligent in not 
detecting the forgeries, it will bear the loss.
57. If the Marshall Bank credits the account of 
Watkins Gasket, it may recover against the check­
cashing establishment even though the latter 
qualifies as a holder in due course.
58. Watkins Gasket was negligent in permitting the 
blank checks to be stolen.
59. Watkins Gasket has a duty to examine its 
cancelled checks with reasonable care in order to 
discover forgeries.
60. Had Marshall Community Bank detected the 
initial forgery and refused to pay on any of the 
checks, it would have no liability to anyone.
Number 3 (Estimated time —  20 to 25 minutes)
Instructions
Each of the lettered statements of facts below is 
follow ed by num bered sentences that state legal 
conclusions relating to those facts. You are to determine 
whether each legal conclusion is true or false according to 
general principles of agency law. Use a soft pencil, 
preferably No. 2, to blacken the appropriate space on the 
separate printed answer sheet to indicate your answer. Your 
grade will be determined from your total of correct answers 
less a penalty of approximately one-half for each of your 
incorrect answers; an omitted answer will not be considered 
an incorrect answer.
Items to be Answered
A. The examination of the financial statements of 
the Franklin Grocery Company revealed the following 
dispute relating to a balance due on open account. The item 
in dispute was a certain quantity of canned goods allegedly 
purchased by the Birch Steamship Company. On October 
10, 1972, Arthur Snead, one of Franklin’s salesmen, called 
upon Birch Steamship to solicit business. He had done 
business for several years with Ken Small, one of Birch 
Steamship’s purchasing agents. Upon asking for Small at the 
receptionist’s desk, he was told that Small was not there. 
The recep tion ist then called James Drew, another 
purchasing agent. She informed Drew that Arthur Snead of 
Franklin Grocery was looking for Small. Drew told the 
secretary that Small was at pier 30 supervising the loading 
of provisions. Snead found Small at pier 30 and took the 
disputed order for the canned goods, which were duly 
shipped to Birch Steamship. Unknown to Snead, Small had 
been relieved of his position as purchasing agent due to 
incompetency. Small obtained possession of the canned 
goods shipped to Birch Steamship and sold them. Birch 
refuses to pay.
61. Small had no express authority to make the 
purchase on Birch Steamship’s behalf.
62. Small had the apparent authority to bind Birch 
Steamship.
63. To defeat Franklin Grocery, Birch Steamship 
must show knowledge by Franklin of Small’s 
dismissal as a purchasing agent.
64. A p ub lica tion  in local papers and trade 
publications of the removal of Small as a 
purchasing agent would give effective notice to 
new suppliers of Birch Steamship.
65. Birch Steamship is liable on the contract made 
by Small as its purported agent.
66. H ad B irch  Steam ship learned of the 
unauthorized contract made on its behalf by 
Small, it could have ratified the transaction.
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B. During your examination of the financial 
statements of Bonanza Development Corporation, you 
reviewed certain land transactions involving John Walters as 
agent for Bonanza. Bonanza feared the price of land would 
skyrocket if it became known that it was trying to purchase 
a large number of tracts of land to develop a shopping 
center. It, therefore, instructed Walters not to disclose to 
prospective sellers that he was acting as an agent on its 
behalf. The agreement between Walters and Bonanza was in 
writing and signed by both parties.
67. Bonanza is an undisclosed principal.
68. Unless Bonanza ratifies the contracts made by 
Walters, it has no liability thereon.
69. Walters has committed a fraud in failing to 
notify prospective buyers of the fact he is acting 
as Bonanza’s agent.
70. Bonanza cannot enforce the contracts made by 
Walters secretly on its behalf.
71. Walters will not be entitled to the commissions 
agreed to by Bonanza in that he has entered into 
an illegal bargain.
72. If W alters gave the usual warranties in 
connection with the purchase of the land, 
Bonanza would be liable on them even though 
Walters was not authorized to make them.
C. Your client, Sanitary Dairies, Inc., had employed 
Harold Stone as a milk-truck driver. Stone negligently ran 
the truck into the car of Ronald Green, injuring Green, his 
wife, and damaging Green’s car. Stone was also injured in 
the collision.
73. If Stone had never had a previous accident, 
Sanitary Dairies would not be liable.
74. Stone can avoid liability in that he was engaged 
in the performance of his principal’s business.
75. If Green is shown to have been contributorily 
negligent, he cannot recover for his injuries or 
for the damage to the car.
76. Had Stone left his assigned route in order to pick 
up his wife and take her shopping, Sanitary 
Dairies would not be liable.
77. Stone is entitled  to receive workmen’s 
compensation.
78. Stone has breached one of his duties to his 
principal.
D. Charles Golden, a promoter, contacted an 
inventor, a plant owner, and several investors to join him in 
creating the Meglo Corporation. Golden made several 
contracts on behalf of the corporation prior to its coming 
into existence. The principals other than Golden 
subsequently decided to disassociate themselves from 
Golden and the contracts that he made and independently 
created the Meglo Corporation. You have been engaged as 
the CPA for Meglo.
79. Meglo is liable on the contracts made by Golden 
on behalf of the corporation.
80. Golden was the agent for a nonexistent principal.
81. The ratification doctrine does not apply to the 
contracts made by Golden on Meglo’s behalf.
82. Golden is a principal.
E. Your client, Henry Wilson & Sons, Inc., 
manufactured and sold custom-made shoes. Henry Wilson, 
Sr., the president of the company, hired his grandson, 
James Wilson, age 17, as a salesman during his summer 
vacation. James was instructed not to make any contracts 
in excess of $500 without first obtaining approval from his 
father, Frank Wilson, the vice president of marketing. All 
other salesmen could make contracts up to $1,500 without 
approval. James Wilson made numerous contracts on the 
corporation’s behalf; two of these were for $750.
83. James Wilson would have a valid defense to any 
action brought against him upon the contracts he 
made.
84. The Wilson Corporation can avoid performance 
of the contracts James Wilson made based upon 
his lack of capacity.
85. Any of the purchasers contracting with James 
Wilson may treat the contracts as voidable.
86. James Wilson had the apparent authority to 
make the two contracts at $750.
87. Since the two contracts for $750 are within the 
scope of the Statute of Frauds, James Wilson’s 
authority would have to be in writing.
F. During your examination of the financial 
statements of Beautiful Lady, Inc., you learn of a dispute 
on an amount due from Anita Gordon. Ms. Gordon was 
engaged as a del Credere agent to sell Beautiful Lady 
cosmetics. She made numerous contracts for Beautiful 
Lady with the trade. Several of the purchasers are insolvent 
and have defaulted on their obligations to pay.
88. Ms. Gordon is a surety.
89. Ms. Gordon’s contract with Beautiful Lady must 
be in writing.
90. Ms. Gordon is liable to Beautiful Lady 
immediately upon default by her customers.
Number 4 (Estimated time —  25 to 30 minutes)
Part a. Parker Pastry, Inc., is a closely held 
corporation. Curtis and Smith, two of Parker’s directors, 
together own 55% of the corporation’s outstanding stock. 
Devlin, an elderly retired executive owns 25% of Parker’s 
outstanding stock. The remaining 20% of the outstanding 
stock is held by five other unrelated persons. There have 
been no ownership changes in recent years. Parker’s stock 
has no-par value and a present book value of $50 per share.
Baxter Bakeries Corp. is a large, publicy held 
corporation whose stock is traded on a national securities 
exchange. The Baxter stock has a par value of $75 per share 
and is presently being traded at about $100 per share.
Baxter is seeking control of Parker. For tax reasons, 
Baxter must acquire 80% of Parker’s stock to make the 
acquisition economically feasible. It is not interested at this 
time in acquiring more than this 80%. Baxter’s president 
proposes to Curtis and Smith that Baxter exchange one 
share of its stock for one share of Parker stock provided 
that no less than 80% nor more than 85% of Parker’s stock 
is thus acquired by Baxter.
143
Examination Questions —  May 1973
Without revealing Baxter’s offer, Curtis and Smith 
purchase the Parker stock owned by Devlin at book value. 
Thereafter, Smith and Curtis deliver their now 80% of 
Parker’s outstanding stock to Baxter in exchange for Baxter 
stock.
Required:
What rights does Devlin have against Curtis and Smith 
under the federal Securities Exchange Act of 1934? 
Explain.
Part b. In order for Baxter to acquire the Parker 
stock, as described in part a. above, Baxter was required to 
deliver 30,000 of its shares in exchange for the Parker 
stock. Baxter had 12,000 shares in its treasury and was 
currently authorized by its charter to issue 100,000 
additional shares. The Baxter directors formally authorized 
the delivery of the 12,000 treasury shares and the issuance 
of 18,000 additional shares to acquire the Parker stock. As 
the auditor of Baxter’s financial statements, you are 
concerned about the contingency that Baxter might incur a 
liability from stockholders’ objections to this Board action. 
Baxter stockholders might argue that the exchange was 
unfair, considering the fact that the Parker stock had a 
book value of $50 per share and was being exchanged for 
Baxter stock on a share-for-share basis.
Required:
1. Was the action of Baxter’s directors proper? 
Explain.
2. Could any Baxter stockholder successfully assert 
a preemptive right to acquire any of the shares to be 
delivered by Baxter? Explain.
Part c. The 12,000 Baxter shares delivered equally 
to Curtis and Smith, as described in part b. above, had been 
issued originally in connection with a public offering 
registered under the federal Securities Act of 1933. The 
18,000 newly issued shares had not been registered by 
Baxter.
Shortly after acquiring his Baxter shares, Curtis sold 
them to the public in a regular stock exchange transaction, 
a plan he had in mind at the time he acquired the shares. 
Smith retained his shares for several years, having viewed 
his acquisition as an investment. Smith then sold his stock 
to the public in a regular stock exchange transaction in 
order to meet unexpected financial reverses. At the time of 
their respective sales, neither Curtis nor Smith was 
employed by Baxter in any capacity and neither owned 
10% of Baxter’s stock. Neither Curtis nor Smith registered 
their sales with the Securities and Exchange Commission.
Required:
Will persons who purchased Curtis’ and Smith’s stock 
have any rights against Baxter under the federal Securities 
Act of 1933? Explain.
Part d. Several years after acquiring 80% of the 
stock of Parker, Baxter decided to merge Parker into itself. 
Under applicable state law, the merger required approval of 
only two-thirds of the Parker shares. Baxter voted its 80% 
of Parker’s stock in favor of the merger which provided that 
each minority stockholder of Parker receive one share of 
Baxter stock in exchange for three shares of Parker stock. 
In connection with your examination of Baxter’s financial 
statements, you have discovered that some of the minority 
stockholders voted against the merger. You are concerned 
that Baxter properly disclose in its financial statements the 
liability, if any, to the minority stockholders voting against 
the merger.
Required:
1. What are the rights of Parker stockholders who 
oppose the merger?
2. What steps must a stockholder ordinarily take to 
protect his rights in these circumstances?
Number 5 (Estimated time —  15 to 20 minutes)
Baldwin Machine Shop, Inc., purchased a power lathe 
and took immediate delivery on June 10 from Yankee 
Machine Tools Corp. Baldwin agreed to pay the full price in 
cash within sixty days. Baldwin purchased a second lathe 
from Yankee on the same terms on July 7. Baldwin, 
although solvent, was experiencing cash difficulties and 
failed to pay Yankee for the lathes at the times agreed 
upon. The price of the two lathes still had not been paid in 
December when Baldwin ordered two more lathes from 
Yankee, agreeing to pay cash on delivery and also agreeing 
to pay for the first two lathes on delivery of the last two. In 
order to raise the cash necessary for this purpose, Baldwin 
negotiated a loan with First City Bank. The loan was closed 
on December 6. At the closing Baldwin executed a security 
agreement giving the Bank a security interest in the four 
lathes and also executed and delivered a financing statement 
to the Bank in connection with the transaction. Baldwin 
then paid the loan proceeds to Yankee on December 6 and 
took delivery of the two new lathes. The Bank filed the 
financing statement on December 10.
Although the Bank did not know it at the time of the 
loan, Baldwin had given a security interest on June 1 in all 
of its machinery and equipment, including any machinery 
and equipm ent thereafter acquired, to Cairo Steel 
Corporation, a major steel supplier. Baldwin’s objective was 
to secure credit purchases of steel from Cairo. Cairo filed 
the financing statement furnished by Baldwin concerning 
this transaction on December 8.
Six months have now elapsed, and Baldwin’s financial 
condition has not improved. First City Bank is concerned 
about its security, having now learned of Cairo’s security 
interest. You have acquired this information during the 
course of your examination of the Bank’s financial 
statements.  
Required:
What are the rights of First City Bank and Cairo Steel 
Corporation in Baldwin’s lathes? Explain.
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Number 6 (Estimated time —  30 to 35 minutes)
Part a. Charles Meskill has decided to invest 
$600,000 in a new business venture. Meskill will be joined 
by two, possibly three, former business associates. He has 
purchased the patent rights to a revolutionary adhesive 
substance known as “sticko.” In connection with the 
transaction, he is considering the various forms of business 
organization he might use in establishing the business. You 
have been engaged to study the accounting and business 
problems he should consider in choosing to operate as a 
general partnership, limited partnership, or corporation. 
Meskill requests specific advice on the following aspects as 
they relate to the operation of a business as one of these 
three forms of business organization: (1) personal liability 
in the event the venture proves to be a disaster; (2) the 
borrowing capacity of the entity; (3) requirements for 
doing a multi-state business; (4) the liability of the entity 
for the acts of its agents; and (5) the recognition of the 
entity for income tax purposes and major income tax 
considerations in selecting one of the three forms of 
business organization.
Required:
Discuss the various legal implications of each specific 
aspect for which Meskill seeks advice for operating a 
business in the above mentioned forms of business 
organization.
Part b. Selecting the general partnership versus the 
corporation as a form of business organization requires 
consideration of (1) the right to compensation for services 
rendered, (2) the fiduciary duty, and (3) management 
prerogatives.
Required:
Compare and contrast the rights and responsibilities of 
a common stockholder with a general partner for each of 
the three areas stated above.
Number 7 (Estimated time —  20 to 25 minutes)
Part a. The partnership, Watkins, Miller, & Fogg, 
CPAs, was engaged for the first time recently to examine 
the financial statements of Flinco Corporation. Flinco is 
the largest manufacturing concern in the locale. It is 
engaged in a multi-state business and its stock is traded on 
the over-the-counter market. The Watkins firm has enjoyed 
considerable stature in the business community but has 
traditionally served small to medium-sized businesses. The 
firm has never audited a publicly held corporation before.
Required:
1. State the general guidelines which a CPA firm 
may look to in assessing its legal liability when assuming the 
responsibility for a publicly held client.
2. Discuss the significant additional potential 
liabilities imposed by federal statutes and related 
regulations that the Watkins firm is assuming in accepting 
the Flinco engagement.
Part b. Walter Young, doing business as Walter 
Young Fashions, engaged the CPA partnership of Small & 
Brown to examine his financial statements. During the 
exam ination, Small & Brown discovered certain 
irregularities which would have indicated to a reasonably 
prudent accountant that James Smith, the head 
bookkeeper, might be engaged in a fraud. More specifically, 
it appeared to Small & Brown that serious defalcations were 
taking place. However, Small & Brown, not having been 
engaged to discover defalcations, submitted an unqualified 
opinion in their report and did not mention the potential 
defalcation problem.
Required:
What are the legal implications of the above facts as 
they relate to the relationship between Small & Brown and 
Walter Young? Explain.
Number 8 (Estimated time —  20 to 25 minutes)
Part a. While vouching additions to the land and 
buildings accounts during your examination of the financial 
statements of Dandy Manufacturing, Inc., you learn that 
Dandy had purchased a factory building from Howard Luff 
for $247,500. Dandy had engaged the Bigelow Title 
Insurance Company, Inc., to do the title search and to issue 
a $247,500 title policy insuring Dandy’s fee interest in the 
real property. Bigelow issued the title policy without 
exception. Howard Luff gave a typical bargain and sale 
deed with a covenant against the grantor’s acts; or, as it is 
sometimes referred to, a special warranty deed. It was 
subsequently discovered that the executor of Luff's father’s 
estate had failed to pay the estate taxes due on the 
property.
Required:
1. What are Dandy’s rights against Luff on the 
deed? Explain.
2. What are Dandy’s rights against Bigelow Title? 
Explain.
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Part b. In your search for unrecorded liabilities 
during the annual audit of Roscoe Hand, Inc., you 
encountered an unrecorded tax liability assessed by Jackson 
County. Further investigation revealed that Hand had 
decided to renovate his factory loft and in the process 
installed a new heating, air conditioning, and exhaust 
system. The system was permanently installed in the 
basement of the factory, and a new set of ducts was 
installed. Hand’s factory is located in Jackson County 
which taxes real property but does not tax personal 
property. The county real estate assessor has increased the 
value of the real property by the cost of the new system. 
Hand objects claiming that the property is personalty and 
not realty.
Required:
1. What are the criteria for determining whether
property is real or personal?
2. How should the new heating, air conditioning, 
and exhaust system be categorized?
Part c. Your client, Abe Starr, owns 100 acres of 
undeveloped land on the outskirts of New City. He bought 
the land several years ago to build an industrial park in the 
event New City grew and prospered. The land was formerly 
used for grazing and truck gardening. A subsequent 
inspection revealed that several adjacent landowners 
recently had been using a shortcut across his land in order 
to reach a newly constructed highway.
Required:
What are the legal implications of the above facts? 
Explain.
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Uniform Certified Public Accountant Examination
EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
May 11, 1973; 1:30 to 5:00 P.M.
NOTE TO CANDIDATES Suggested time allotments are as follows:
Estimated Minutes
All questions are required: Minimum Maximum
No 1 ............................................................... . . . . . . . . . . . . . . . . . . .  25 30
No. 2 .................................................................. ...................................  25 30
No 3 . ............................... . . .......... ........................  25 30
No 4 ............ ................................ .................... ...................................  25 30
No 5 ................................................................. ...................................  25 30
No. 6 ................................................... .............. ...................................  25 30
No. 7 ..................................................... ............ ...................................  25 30
Total for examination ............................... ...................................  175 210
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of the 2. 
questions. If more than one page is required for an 
answer, write “continued” at the bottom of the page. 
Number pages consecutively. For instance, if 12 pages 
are used for your answers they should be numbered 1 
through 12.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
A CPA is continually confronted with the necessity of 
expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY IN ACCOUNTING 
WORK.
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Number 1 (Estimated time —  25 to 30 minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of issues in financial accounting. Use a 
soft pencil, preferably No. 2, to blacken the appropriate 
space on the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Your grade 
will be determined from your total of correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The current asset section of the balance sheet 
should include
a. Machinery.
b. Cash.
c. Goodwill.
d. Taxes payable.
Answer Sheet
99. a. :::::::::: b.   c. :::::::::: d. :::::::::
Items to be Answered
1. The valuation basis used in conventional 
financial statements is
a. Replacement cost.
b. Market value.
c. Original cost.
d. A mixture of costs and values.
2. One test of a corporation’s solvency is the
a. Current ratio.
b. Earnings per share of common stock.
c. Price-earnings ratio.
d. Ratio of net income to revenue.
3. “Trading on the equity” (financial leverage) is 
likely to be a good financial strategy for stockholders of 
companies having
a. Cyclical high and low amounts of reported 
earnings.
b. Steady amounts of reported earnings.
c. Volatile fluctuation in reported earnings over 
short periods of time.
d. Steadily declining amounts of reported earnings.
4. Pence Corporation, which accounts for its 
investment in the common stock of Walsh Company by the 
equity method, should ordinarily record a dividend received 
from Walsh as
a. An addition to the carrying value of the 
investment.
b. Dividend revenue.
c. A reduction of the carrying value of the 
investment.
d. Revenue from affiliate.
5. Assuming the issuing company has only one class 
of stock, a transfer from retained earnings to capital stock 
equal to the market value of the shares issued is ordinarily a 
characteristic of
a. Either a stock dividend or a stock split.
b. Neither a stock dividend nor a stock split.
c. A stock split but not a stock dividend.
d. A stock dividend but not a stock split.
6. Which of the following is characteristic of a 
change in an accounting estimate?
a. It usually need not be disclosed.
b. It does not affect the financial statements of 
prior periods.
c. It should be reported through the restatement of 
the financial statements.
d. It makes necessary the reporting of pro forma 
amounts for prior periods.
7. Brauch Theatre Corporation recently purchased 
the Bergstrom Theatre and the land on which it is located. 
Brauch plans to raze the building immediately and to build 
a new modern theatre on the site. The cost of the 
Bergstrom Theatre should be
a. Written off as an extraordinary loss in the year 
the theatre is razed.
b. Capitalized as part of the cost of the land.
c. Depreciated over the period from the date of 
acquisition to the date that the theatre is to be 
razed.
d. Capitalized as part of the cost of the new 
theatre.
8. Ray Company has invested in several domestic 
manufacturing corporations. Ray would be most likely to 
use the equity method to determine the amount to be 
reported as an investment in its consolidated balance sheet 
for its holding of
a. 2,000 of the 50,000 outstanding common shares 
of Locke Company.
b. 3,000 of the 10,000 outstanding preferred shares 
of Dawes Company.
c. 15,000 of the 60,000 outstanding common
shares of Bates Company.
d. 20,000 of the 25,000 outstanding common
shares of Welch Company.
9. In computing earnings per share, a convertible 
debt security is classified as a common stock equivalent at 
the time of issuance if
a. Its cash yield is less than the effective interest 
rate on similar nonconvertible debt.
b. Its cash yield is more than 66 2/3% of its stated 
rate.
c. Its cash yield is less than 66 2/3% of the bank 
prime interest rate.
d. It is issued at a price above its face value.
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10. An example of the correction of an error in 
previously issued financial statements is a change
a. F rom  th e  com pleted-contract to the 
percentage-of-completion method of accounting 
for long-term construction-type contracts.
b. In the depletion rate, based on new engineering 
studies of recoverable mineral resources.
c. From the sum-of-the-years’-digits to the 
straight-line method of depreciation for all plant 
assets.
d. From the installment basis of recording sales to 
the accrual basis, when collection of the sales 
price has been and continues to be reasonably 
assured.
11. When pension plan costs are presented in a 
statement of income and retained earnings, past and current 
service costs
a. Must be shown separately in computing income 
before extraordinary items.
b. Must be separated so that past service costs can 
be treated as a prior period adjustment.
c. Must be separated so that past service costs can 
be treated as an extraordinary item.
d. May be either combined or shown separately in 
computing income before extraordinary items.
12. Murray Company has outstanding both common 
stock and nonparticipating noncumulative preferred stock. 
The liquidation value of the preferred stock is equal to its 
par value. The book value per share of the common stock 
will be decreased by the
a. Retirement of treasury common stock when its 
cost is greater than its par value.
b. Retirement of treasury common stock when its 
cost is greater than its original issue price.
c. Declaration of a stock dividend on preferred 
stock payable in preferred stock when the 
market price of the preferred is equal to its par 
value.
d. Payment of a previously declared cash dividend
on the common stock.
13. Consolidated statements are proper for Neely, 
Inc., Randle, Inc., and Walker, Inc., if
a. Neely owns 80% of the outstanding common 
stock of Randle and 40% of Walker; Randle 
owns 30% of Walker.
b. Neely owns 100% of the outstanding common 
stock of Randle and 90% of Walker; Neely 
bought the stock of Walker one month before 
the balance-sheet date and sold it seven weeks 
later.
c. Neely owns 100% of the outstanding common 
stock of Randle and Walker; Walker is in legal 
reorganization.
d. Neely owns 80% of the outstanding common 
stock of Randle and 40% of Walker; Reeves, Inc., 
owns 55% of Walker.
14. Of the following items, the one which should be 
classified as a current asset is
a. Trade installm ent receivables normally 
collectible in 18 months.
b. Cash designated for the redemption of callable 
preferred stock.
c. Cash surrender value of a life insurance policy of 
which the company is beneficiary.
d. A deposit on machinery ordered, delivery of 
which will be made within six months.
15. A practice for presenting general price-level 
adjusted information which is not acceptable is the
a. Use of charts, ratios, and narrative information.
b. Use of specific price indices to restate 
inventories, plant, and equipment.
c. Inclusion of general price-level gains and losses 
on monetary items in the general price-level 
adjusted statement of income.
d. Inclusion of extraordinary gains and losses in the 
general price-level adjusted statement of income.
16. A statement of changes in financial position 
should be issued by a profit-oriented business
a. As an alternative to the statement of income and 
retained earnings.
b. Only if the business classifies its assets and 
liabilities as current and noncurrent.
c. Only when two-year comparative balance sheets 
are not issued.
d. Whenever a balance sheet and a statement of 
income and retained earnings are issued.
17. Of the following items, the one which should be 
classified as a current liability is
a. An accommodation endorsement on a demand 
note issued by an affiliated company.
b. A cash  dividend declared before the 
balance-sheet date when the date of record is 
subsequent to the balance-sheet date.
c. Unfunded past service costs of a pension plan to 
the extent that benefits have not vested and the 
costs have not been charged to operations.
d. Dividends in arrears on cumulative preferred 
stock.
18. If E is the total capital of a partnership before 
the admission of a new partner, F is the total capital of the 
partnership after the admission of the new partner, G is the 
amount of the new partner’s investment, and H is the 
amount of capital credited to the new partner, then there is
a. Goodwill to the new partner if F >  (E + G) 
and H <  G.
b. Goodwill to the old partners if F = E + G 
and H >  G.
c. A bonus to the' new partner if F = E + G 
and H >  G.
d. Neither bonus nor goodwill if F >  (E + G) 
and H >  G.
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Number 2 (Estimated time —  25 to 30 minutes) 
Instructions
Select the best answer for each of the following items 
relating to a variety of managerial accounting problems. Use 
a soft pencil, preferably No. 2, to blacken the appropriate 
space on the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Your grade 
will be determined from your total of correct answers.
Items to be Answered
19. As part of the data presented in support of a 
proposal to increase the production of clock-radios, the 
sales manager of Wittman Electronics reported the total 
additional cost required for the proposed increased 
production level. The increase in total cost is known as
a. Controllable cost.
b. Incremental cost.
c. Opportunity cost.
d. Out-of-pocket cost.
20. If a company uses a predetermined rate for 
absorbing manufacturing overhead, the volume variance is 
the
a. Underapplied or overapplied variable cost 
element of overhead.
b. Underapplied or overapplied fixed cost element 
of overhead.
c. Difference in budgeted costs and actual costs of 
fixed overhead items.
d. Difference in budgeted costs and actual costs of 
variable overhead items.
21. Aronson Chemical Company produces three 
products from one initial material mix. After the products 
acquire separate identities, each requires additional 
processing. The costs of the initial processing, which will be 
allocated among the products in proportion to their relative 
market values, are known as
a. Imputed costs.
b. Original costs.
c. Prime costs.
d. Joint costs.
22. Flexible budgeting is a reporting system wherein 
the
a. Budget standards may be adjusted at will.
b. Planned level of activity is adjusted to the actual 
level of activity before the budget comparison 
report is prepared.
c. Reporting dates vary according to the levels of 
activity reported upon.
d. Statements included in the budget report vary 
from period to period.
23. Standard costing will produce the same income 
before extraordinary items as actual costing when standard 
cost variances are assigned to
a. Work-in-process and finished goods inventories.
b. An income or expense account.
c. Cost of goods sold and inventories.
d. Cost of goods sold.
24. The most desirable measure of departmental 
performance for evaluating the performance of the 
department manager is departmental
a. Revenue less controllable departmental expenses.
b. Net income.
c. Contribution to indirect expenses.
d. Revenue less departmental variable expenses.
25. If a predetermined overhead rate is not 
employed and the volume of production is increased over 
the level planned, the cost per unit would be expected to
a. Decrease for fixed costs and remain unchanged 
for variable costs.
b. Remain unchanged for fixed costs and increase 
for variable costs.
c. Decrease for fixed costs and increase for variable 
costs.
d. Increase for fixed costs and increase for variable 
costs.
26. Cost-volume-profit relationships which are 
curvilinear may be analyzed linearly by considering only
a. Fixed and semi-variable costs.
b. Relevant fixed costs.
c. Relevant variable costs.
d. A relevant range of volume.
27. Cox Company found that the differences in 
product costs resulting from the application of 
predetermined overhead rates rather than actual overhead 
rates were immaterial even though actual production was 
substantially less than planned production. The most likely 
explanation is that
a. Overhead was composed chiefly of variable costs.
b. Several products were produced simultaneously.
c. Fixed factory overhead was a significant cost.
d. Costs of overhead items were substantially higher 
than anticipated.
28. Absorption costing differs from direct costing in 
the
a. Fact that standard costs can be used with 
absorption costing but not with direct costing.
b. Kinds of activities for which each can be used to 
report.
c. Amount of costs assigned to individual units of 
product.
d. Amount of fixed costs that will be incurred.
29. The most useful information derived from a 
break-even chart is the
a. Amount of sales revenue needed to cover 
enterprise variable costs.
b. Amount of sales revenue needed to cover 
enterprise fixed costs.
c. Relationship among revenues, variable costs, and 
fixed costs at various levels of activity.
d. Volume or output level at which the enterprise 
breaks even.
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30. Which of the following is usually an incremental
cost?
a. Conversion cost.
b. Period cost.
c. Manufacturing overhead cost.
d. Direct product cost.
31. In deciding which of two new machines to 
purchase to replace an old machine, the management of 
Ashworth Company should consider as relevant
a. Historical costs associated with the old machine.
b. Future costs which will be classified as variable 
rather than fixed.
c. Future costs which will be different under the 
two alternatives.
d. Future costs which will be classified as fixed 
rather than variable.
32. Overapplied factory overhead would result if
a. The plant was operated at less than normal 
capacity.
b. Factory overhead costs incurred were less than 
costs charged to production.
c. Factory overhead costs incurred were 
unreasonably large in relation to units produced.
d. Factory overhead costs incurred were greater 
than costs charged to production.
33. Which of the following tables should be used to 
calculate the amount of the equal periodic payments which 
would be equivalent to an outlay of $3,000 at the time of 
the last payment?
a. Amount of 1.
b. Amount of an annuity of 1.
c. Present value of an annuity of 1.
d. Present value of 1.
34. Under the direct costing concept, unit product 
cost would most likely be increased by
a. A decrease in the remaining useful life of factory 
m achinery depreciated on the units-of- 
production method.
b. A decrease in the number of units produced.
c. An increase in the remaining useful life of 
factory machinery depreciated on the 
sum-of-the-years’-digits method.
d. An increase in the commission paid to salesmen 
for each unit sold.
35. In order to evaluate the performance of 
individual departments, interdepartmental transfers of a 
product preferably should be made at prices
a. Equal to the market price of the product.
b. Set by the receiving department.
c. Equal to fully-allocated costs to the producing 
department.
d. Equal to variable costs to the producing 
department.
36. At the end of its fiscal year, Graham Co. had 
several substantial variances from standard variable 
manufacturing costs. The one which should be allocated
between inventories and cost of sales is the one attributable 
to
a. Additional costs of raw material acquired under 
a speculative purchase contract.
b. A breakdown of equipment.
c. Overestimates of production volume for the 
period resulting from failure to predict an 
unusual decline in the market for the company’s 
product.
d. Increased labor rates won by the union as a 
result of a strike during the year.
Number 3 (Estimated time —  25 to 30 minutes)
Part a. In preparing financial statements a 
corporation is expected to follow the practice of 
comprehensive income tax allocation. At various times 
three methods of allocation have been used: the deferred 
method, the liability method, and the net-of-tax method. 
Required:
1. Discuss the theoretical justification for 
interperiod income tax allocation. (Do not discuss the 
theoretical aspects of intraperiod tax allocation.)
2. Describe briefly each of the above three methods 
of tax allocation and give reasons why each method is 
acceptable or unacceptable.
Part b. The following differences enter into the 
reconciliation of financial net income and taxable income 
of A. P. Baxter Corp. for the current year.
1. Tax depreciation exceeds book depreciation by 
$30,000.
2. Estimated warranty costs of $6,000 applicable to 
the current year’s sales have not been paid.
3. Percentage depletion deducted on the tax return 
exceeds cost depletion by $45,000.
4. Unearned rent revenue of $25,000 was deferred 
on the books but appropriately included in taxable income.
5. A book expense of $2,000 for life insurance 
premiums on officers’ lives is not allowed as a deduction on 
the tax return.
6. A $7,000 tax deduction resulted from expensing 
research and development costs for tax purposes while such 
costs were capitalized for financial reporting.
7. Gross profit of $80,000 was excluded from 
taxable income because Baxter had appropriately elected 
the installment sale method for tax reporting while 
recognizing all gross profit from installment sales at the 
time of the sale for financial reporting.
Required:
Consider each reconciling item independently of all 
others and explain whether each item would enter into the 
calculation of income taxes to be allocated. For any which 
are included in the income tax allocation calculation, 
explain the effect of the item on the current year’s income 
tax expense and how the amount would be reported on the 
balance sheet. (Tax allocation calculations are not 
required.)
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Number 4 (Estimated time —  25 to 30 minutes)
The boards of directors of Kessler Corporation, Bar 
Company, Cohen, Inc., and Mason Corporation are meeting 
jointly to discuss plans for a business combination. Each of 
the co rp o ra tio n s has one class of common stock 
outstanding; Bar also has one class of preferred stock 
outstanding. Although terms have not as yet been settled, 
Kessler will be the acquiring or issuing corporation. Because 
the directors want to conform to generally accepted 
accounting principles, they have asked you to attend the 
meeting as an advisor.
Required:
C onsider each  o f the follow ing questions 
independently of the others and answer each in accordance 
with generally accepted accounting principles. Explain your 
answers.
a. Assume th a t the com bination  w ill be 
consummated August 31, 1973. Explain the philosophy 
underlying the accounting and how the balance-sheet 
accounts of each of the four corporations will appear on 
Kessler’s consolidated balance sheet on September 1, 1973, 
if the combination is accounted for as a
1. Pooling of interests.
2. Purchase.
b. Assume th a t the com bination  will be 
consum m ated August 31, 1973. Explain how the 
income-statement accounts of each of the four corporations 
will be accounted for in preparing Kessler’s consolidated 
income statement for the year ended December 31, 1973, if 
the combination is accounted for as a
1. Pooling of interests.
2. Purchase.
c. Some of the directors believe that the terms of 
the combination should be agreed upon immediately and 
that the method of accounting to be used (whether 
pooling-of-interests, purchase, or a mixture) may be chosen 
at some later date. Others believe that the terms of the 
combination and the method to be used are very closely 
related. Which position is correct?
d. Kessler and Mason are comparable in size; Cohen 
and Bar are much smaller. How do these facts affect the 
choice of accounting method?
e. Bar was formerly a subsidiary of Tucker 
Corporation, which has no other relationship to any of the 
four companies discussing combination. Eighteen months 
ago Tucker voluntarily spun off Bar. What effect, if any, do 
these facts have on the choice of accounting method?
f. Kessler holds 2,000 of Bar’s 10,000 outstanding 
shares of preferred stock and 15,000 of Cohen’s 100,000 
outstanding shares of common stock. All of Kessler’s 
holdings were acquired during the first three months of 
1973. What effect, if any, do these facts have on the choice 
of accounting method?
g. It is almost certain that Mrs. Victor Mason, Sr., 
who holds 5% of Mason’s common stock, will object to the 
combination. Assume that Kessler is able to acquire only 
95% (rather than 100%) of Mason’s stock, issuing Kessler 
common stock in exchange.
1. Which accounting method is applicable?
2. If Kessler is able to acquire the remaining 
5% at some future time — in five years, for 
instance — in exchange for its own common 
stock, which accounting method will be 
applicable to this second acquisition?
h. Since the directors feel that one of Mason’s 
major divisions will not be compatible with the operations 
of the combined company, they anticipate that it will be 
sold as soon as possible after the combination is 
consummated. They expect to have no trouble in finding a 
buyer. What effect, if any, do these facts have on the choice 
of accounting method?
Number 5 (Estimated time —  25 to 30 minutes)
Part a. Nelson, Inc., manufactures and markets 
nationally two types of high tolerance milling and 
machining equipment. The first type (Nelson’s product line 
since its business started 50 years ago) is manually 
operated; the second (introduced in 1969 after significant 
research and development) is semi- or fully-automated. 
Both types have estimated useful lives of fifteen years or 
more.
Since 1955 approximately 10% of the old line 
equipment has been leased; approximately 80% of the 
au tom ated  equipment has been leased since being 
introduced. Nelson refers to the lease agreement for the old 
line equipment as type I, and that for the automated 
equipment as type II. The major provisions follow.
1. Terms. Both lease types have a primary 
noncancelable term with an option to purchase or renew 
for a second noncancelable term with a second purchase 
option. For type I leases the primary and second terms are 
eight years and five years; for type II, the terms are six 
years and three years.
2. Payments. The type I lease requires equal 
monthly payments in the primary term to provide a 10% 
return with the present value of the lease equal to the cash 
selling price of the equipment. Monthly payments in the 
second term are 25% of the payments in the primary term.
The type II lease requires equal monthly payments in 
the primary term to produce a 10% return with the present 
value of the lease equal to the cost of the equipment (based 
on full absorption costing). Monthly payments in the 
second term are set to provide a 10% return with the 
present value of the payments equal to the purchase option 
price at the end of the primary term. Monthly payments in 
both terms are increased" for the estimated cost of a 
maintenance program.
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3. Purchase option prices. Type I lessees may 
purchase the equipment at the end of the primary term for 
10% of the present value of the lease at issue date. The 
equipment may be purchased for $100 at the end of the 
second term.
Type II lessees may purchase the equipment at the 
end of the primary and second terms for 50% and 25% 
respectively of the present value of the lease at issue date.
4. Maintenance. Type I lessees are responsible for 
maintenance. Nelson provides type II lessees with a 
complete maintenance program including equipment 
replacement if necessary.
5. Return o f equipment. Nelson agrees to accept 
equipment f.o.b. lessee’s dock at the end of either the 
primary or second term of both type I and type II leases.
6. Other responsibilities o f lessees. For both types 
of leases the lessee is responsible for (a) insurance coverage, 
(b) payment of property taxes, and (c) damage to the 
equipment through negligent use.
Nelson’s type I lease experience is that 10% of the 
lessees return the equipment at the end of the primary 
term, 30% exercise their renewal options and then purchase 
at the end of the second term, and 60% exercise the 
purchase option at the end of the primary term. There is a 
ready market for used equipment returned.
Nelson has had limited experience with the type II 
lease and equipment, but management expects or 
recognizes:
• that a higher percentage of equipment will 
probably be returned at the end of the primary term. 
Management plans to re-lease equipment returned at rates 
essentially comparable to the second term payments or sell 
the equipment at approximately the purchase option price 
at the end of the primary term.
•  that m aintenance costs may differ from 
estimates as there has been insufficient experience to 
evaluate; however, management’s opinion is that the 
payment made by the lessee will be adequate considering all 
present information.
•  that the marketability of returned equipment is 
uncertain; the market has not been tested yet.
Required:
1. Identify Nelson’s type I leases as either financing 
or operating leases; give reasons for your conclusion. 
Describe the accounting Nelson should use for these leases.
2. Identify Nelson’s type II leases as either 
financing or operating leases; give reasons for your 
conclusion. Describe the accounting Nelson should use for 
these leases.
3. Describe briefly the appropriate financial 
statement disclosure by Nelson of the type I and type II 
leases.
Part b. Early in 1973, Nelson arranged for its bank 
to purchase all of its type II leases (including title to the 
equipment) for a present value computed by discounting
future payments at 12%. In the event of lessee default, sales 
are subject to recourse requiring Nelson to repurchase the 
lease or substitute a new lease in its place. Nelson agreed to 
meet its maintenance commitments. It also agreed to use its 
best efforts to sell any returned equipment for a 10% sales 
commission.
Required:
Explain how Nelson should account for and report in 
its financial statements the sale of the type II leases to the 
bank. Support your conclusions with underlying theoretical 
justifications.
Number 6 (Estimated time —  25 to 30 minutes)
The management of McAngus, Inc., has never used 
formal planning techniques in the operation of its business. 
The President of McAngus has expressed interest in the 
recommendation of its accountants that the Company 
investigate various techniques it may use to manage the 
business more effectively.
McAngus, a medium-sized manufacturer, has grown 
steadily. It recently acquired another company located 
approximately 1,000 miles away. The new company 
manufactures a line of products which complements the 
present product line. Both manufacturing plants have 
significant investments in land, buildings, machinery, and 
equipment. Each plant is to be operated as a separate 
division headed by a Division Manager. Each Division 
Manager is to have virtually complete authority for the 
management of his Division; i.e., each will be responsible 
primarily for the profit contribution of his Division. A 
complete set of financial statements is to be prepared for 
each Division as well as for the Company.
The President and his immediate management team 
intend to concentrate their efforts on coordinating the 
activities of the two Divisions and investigating and 
evaluating such things as new markets, new product lines, 
and new business acquisition possibilities. Because of the 
cash required for the recent acquisition and the cash needs 
for desired future expansion, the President is particularly 
concerned about cash flow and the effective management 
of cash.
Required:
Construct your answer to each of the following 
requirements to consider known facts about McAngus, Inc., 
as presented in the question. Confine your answer to the 
accounting techniques and processes involved.
a. Explain the objectives and describe the process 
which McAngus can use to plan for and evaluate the 
long-term commitment of its resources including cash.
b. Describe three techniques including one which 
considers the time value of money that McAngus can use to 
help evaluate various alternatives in its long-range plan. 
Explain the advantages and disadvantages of each.
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Number 7 (Estimated time —  25 to 30 minutes)
Part a. The unaudited quarterly statements of 
income issued by many corporations to their stockholders 
are usually prepared on the same basis as annual statements, 
the statement for each quarter reflecting the transactions of 
that quarter.
Required.
1. Why do problems arise in using such quarterly 
statements to predict the income (before extraordinary 
items) for the year? Explain.
2. Discuss the ways in which quarterly income can 
be affected by the behavior of the costs recorded in a 
Repairs and Maintenance of Factory Machinery account.
3. Do such quarterly statements give management 
opportunities to manipulate the results of operations for a 
quarter? If so, explain or give an example.
Part b. The controller of Navar Corporation wants 
to issue to stockholders quarterly income statements that 
will be predictive of expected annual results. He proposes 
to allocate all fixed costs for the year among quarters in 
proportion to the number of units expected to be sold in 
each quarter, stating that the annual income can then be 
predicted through use of the following equation:
Annual = Quarterly x ______100%______
income income Per cent of unit sales
applicable to quarter
Navar expects the following activity for the year (in 
thousands of dollars):
Units
Average 
Per 
Unit
Total
(000 omitted)
Sales revenue:
First quarter 500,000 $2.00 $1,000
Second quarter 100,000 1.50 150
Third quarter 200,000 2.00 400
Fourth quarter 200,000 2.00 400
1,000,000 1,950
Costs to be incurred:
Variable:
Manufacturing $ .70 700
S e l l i n g  and
administrative .25 250
$ .95 950
Fixed:
Manufacturing 380
S e l l i n g  an d
administrative 220
600
Income before income
taxes $ 400
Required (ignore income taxes):
1. Assuming that Navar’s activities do not vary
from expectations, will the controller’s plan achieve his 
objective? If not, how can it be modified to do so? Explain 
and give illustrative computations.
2. How should the effect of variations of actual 
activity from expected activity be treated in Navar’s 
quarterly income statements?
3. What assumption has the controller made in 
regard to inventories? Discuss.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, territories, and the District o f Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE —  PART I 
November 7, 1973; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
Group I (All required):
No. 1 ........................
No. 2 ........................
No. 3 ........................
No. 4 .........................
Total for Group I
Group II (One required) .. .
Total ................
Estimated Minutes 
Minimum Maximum
50 60
40 50
50 60
40 50
180 220
40 50
220 270
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of the 
problems. If more than one page is required for a 
solution, number the pages in sequence for that 
problem with the lead schedule first, followed by 
supporting computations. For instance, if three pages 
are used for Problem No. 2, you would show Problem 
2, Page 1 of 3, Page 2 of 3 and Page 3 of 3.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose scratch 
sheets may result in loss of grading points. Scratch 
sheets need not have page numbers, but you should 
show the problem number and place them 
immediately following the problem to which they 
relate.
3. Fourteen-column sheets should not be folded until all 
sheets, both wide and narrow, are placed in the proper 
sequence and fastened together at the top left corner. 
All fourteen-column sheets should then be wrapped 
around the back of the papers.
4. A CPA is continually confronted with the necessity of 
expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICENCY IN ACCOUNTING 
WORK.
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Number 1 (Estimated time —  50 to 60 minutes) 
Instructions
Select the best answer for each of the following items 
relating to a variety of financial-accounting problems. Use a 
soft pencil, preferably No. 2, to blacken the appropriate 
space on the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer all 
items. Your grade will be based on your total correct 
answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
97. Gross billings for merchandise sold by Baker 
Company to its customers last year amounted to 
$5,260,000; sales returns and allowances reduced the 
amounts owed by $160,000. Net sales last year for Baker 
Company were
a. $5,260,000.
b. $5,200,000.
c. $5,100,000.
d. $4,800,000.
Answer Sheet
97. a. ::::::::: b. :::::::::: c.   d. :::::::::
The requirements for use of pooling of interests 
accounting are met and will be followed. A balance sheet of 
the two companies combined as of January 1, 1973, is to 
be prepared. The amount of “additional paid-in capital” 
that would be shown on this consolidated balance sheet is
a. $3,000.
b. $3,100.
c. $3,200.
d. $3,900.
2. On January 1, 1973, Co. P acquires 100% of the 
common stock of Co. S in a taxable purchase by payment 
of $2,000 cash. The amount that would be shown as 
“goodwill” on the consolidated balance sheet as of January 
1, 1973, is
a. $200.
b. $900.
c. $1,100.
d. $300.
3. On January 1, 1973, Co. P acquires 100% of the 
common stock of Co. S in a taxable purchase by payment 
of $1,500 cash. The amount that would be shown as “fixed 
assets” in the consolidated balance sheet is
a. $5,700.
b. $6,500.
c. $6,300.
d. $6,700.
Items to be Answered Items 4 and 5 are based on the following information:
Items 1, 2, and 3 are based on the following 
information:
Presented below are the balance sheets of two 
companies prior to their combination:
January 1 , 1973
Co. P Co. S
Cash $ 3,000 $ 100
Inventory (at FIFO cost which 
approximates fair value) 2,000 200
Fixed assets (net) 5,000 700*
Total assets $10,000 $1,000
Current liabilities $ 600 $ 100
Common stock ($1 par value) 1,000 100
Additional paid-in capital 3,000 200
Retained earnings 5,400 600
Total equities $10,000 $1,000
*Fair value at January 1, 1973, is $1,500.
1. On January 1, 1973, Co. P acquires 100% of the 
common stock of Co. S by issuing, in a tax-free exchange, 
200 shares of its (Co. P’s) common stock which has a fair 
value of $10 per share on that date.
Throughout 1972 J Co. had 10,000 shares of common 
stock outstanding. There was no potential dilution of 
earnings per share except as follows:
In 1971, J Co. agreed to issue 2,000 additional shares 
of its stock to the former stockholders of an acquired 
company if the acquired company’s earnings for any of the 
five years 1972 through 1976 exceeded $5,000.
Results of operations for 1972 were:
Net income of J Co. $10,000
Net income of acquired company 4,000
Consolidated net income $14,000
4. Primary earnings per share for 1972 on a 
consolidated basis would be
a. $14,000
10,000
b. $14,000
12,000
c. $15,000 
10,000
d. $15,000 
12,000
= $1.40.
= $1.17.
= $1.50.
= $1.25.
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5. The fully diluted earnings per share for 1972 on 
a consolidated basis would be
a. $14,000
10,000
b. $14,000
12,000
c. $15,000
10,000
d. $15,000
12,000
= $1.40.
= $1.17.
= $1.50.
= $1.25.
6. On December 31, 1972, T Co. entered into an 
agreement to lease a piece of machinery from Y Co. Lease 
payments are $ 1,000 per month for 10 years (120 months).
The lease is in substance an installment purchase of 
the machinery by T Co., and so the machinery and related 
lease obligation must be capitalized.
This means that on T Co.’s balance sheet as of 
December 31, 1972, the leased machinery will be carried at
a. Some amount greater than $120,000.
b. Some amount less than $120,000.
c. Cannot determine whether the amount should be 
  more or less than $120,000 from the
information given.
d. Exactly $120,000.
7. L Co. acquires the net assets of M Co. in a 
business combination accounted for as a purchase. As a 
result, goodwill will be recorded. For tax purposes, the 
business combination is a tax-free merger.
One of the assets of M Co. acquired by L Co. is a 
building with an appraised fair value of $100,000 at the 
date of the business combination. It had been recorded on 
the books of M Co. at $80,000. Because M Co. had used 
accelerated depreciation for tax purposes, the building had 
a tax basis to M Co. (and, as a result of the merger, to L 
Co.) of $60,000. L Co. is in a 48% corporate income tax 
bracket.
The amount at which L Co. will record the building
on its books as a result of its acquisition of M Co. is Accounts receivable, June 1, 1973 $ 10,000
a. $100,000. Accounts receivable, June 30, 1973 15,000
b. $60,000. Collection of accounts receivable
c. $52,000. during June 1973 25,000
d. $80,800. Inventory, June 1, 1973
Purchases of inventory during June
18,000
8. On January 1, 1973, J Co. issued $100,000 face 1973 16,000
amount of 8% debentures at 102. Each $1,000 debenture 
contained a detachable warrant entitling the warrantholder 
to purchase 10 shares of J Co.’s common stock at $20 per 
share.
Immediately upon issuance, the debentures traded in 
the open market at 97 and the warrants sold for $50 per 
10-share warrant.
The journal entry which properly records the issuance 
of the debentures with detachable warrants is
Debit Credit
a. Cash
P r e m i u m  o n  
debentures
Debentures payable
b. Cash
Debentures payable 
Additional paid-in
capital
c. Cash
Discount on debentures 
Debentures payable 
Additional paid-in
capital
d. Cash
Discount on debentures 
Debentures payable 
Additional paid-in
capital
$102,000
$ 2,000 
100,000
102,000
100,000
2,000
102,000
6,000
100,000
8,000
102,000
3,000
100,000
5,000
9. B Co. provides an allowance for its doubtful 
accounts receivable. At December 31, 1971, the allowance 
account had a credit balance of $2,000. Each month, B Co. 
accrues bad-debt expense in an amount equal to 1% of sales 
on account. Total sales on account during 1972 amounted 
to $500,000. During 1972 accounts receivable totaling 
$8,000 were written off as worthless. An aging of accounts 
receivable at December 31, 1972, indicates that an 
allowance of $10,000 should be provided for doubtful 
accounts as of that date. Accordingly, bad-debt expense 
previously accrued during 1972 should be increased by
a. $10,000.
b. $11,000.
c. $1,000.
d. $13,000.
10. Q Co. prepares monthly income statements. A 
physical inventory is taken only at year end; hence, 
month-end inventories must be estimated. All sales are 
made on account. The rate of mark-up on cost is 50%. The 
following information relates to the month of June 1973.
The estimated cost of the June 30, 1973, inventory 
would be
a. $12,000.
b. $14,000.
c. $19,000.
d. $22,000.
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11. During 1972 R Corp., a manufacturer of 
chocolate candies, contracted to purchase 100,000 pounds 
of cocoa beans at $1.00 per pound, delivery to be made in 
the spring of 1973. Because a record harvest is predicted for 
1973, the price per pound for cocoa beans had fallen to 
$.80 by December 31, 1972.
Of the following journal entries, the one which would 
properly reflect in 1972 the effect of the commitment of R 
Corp. to purchase the 100,000 pounds of cocoa is
Debit Credit
a. Cocoa inventory 100,000
Accounts payable 100,000
b. Cocoa inventory 80,000
L oss on p u rc h a se
commitments (an
expense account) 20,000
Accounts payable 100,000
c. L oss on p u rc h a se
commitments (an 
expense account) 20,000
A ccru ed  lo ss  on 
p u r c h a s e  
commitments (a
liability account) 20,000
d. No entry would be necessary in 1972.
12. During the course of your examination of the 
financial statements of H Co., a new client, for the year 
ended December 31, 1972, you discover the following:
•  Inventory at January 1, 1972, had been 
overstated by $3,000.
•  Inventory at December 31, 1972, was 
understated by $5,000.
•  An insurance policy covering three years had 
been purchased on January 2, 1971, for $1,500. The entire
amount was charged as an expense in 1971.
•  During 1972 the company received a $1,000 
cash advance from a customer for merchandise to be 
manufactured and shipped during 1973. The $1,000 had 
been credited to sales revenue. The company’s gross profit 
on sales is 50%.
•  Net income reported on the 1972 income 
statement (before reflecting any adjustments for the above 
items) is $20,000.
The proper net income for 1972 is
a. $26,500.
b. $23,500.
c. $16,500.
d. $20,500.
13. Frank, Inc., received a $600, 90-day, 5% note 
from a customer in payment for the purchase of 
merchandise. Frank, Inc., immediately discounted the note 
at a bank at a 6% discount rate. The proceeds received by 
Frank, Inc., on discounting the note amounted to
a. $607.50.
b. $590.89.
c. $598.39.
d. $616.61.
14. A company’s profit sharing plan provides that 
the company will contribute to a fund an amount equal to 
one-third of its net income after taxes each year. Income 
before taxes and before deducting the profit-sharing 
contribution for 1972 is $600,000. The applicable income 
tax rate is 40%.
The amount to be contributed to the profit sharing 
fund for 1972 is
a. $200,000.
b. $120,000.
c. $100,000.
d. $133,333.
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Number 2 (Estimated time —  40 to SO minutes)
Instructions
Select the best answer for each of the following items 
relating to a variety of cost-accounting problems. Use a soft 
pencil, preferably No. 2, to blacken the appropriate space 
on the separate printed answer sheet to indicate your 
answer. Mark only one answer for each item. Answer all 
items. Your grade will be based on your total correct 
answers.
Items to be Answered
Items 15 through 18 are based on the following 
information:
The Parker Manufacturing Company has two 
production departments (fabrication and assembly) and 
three service departments (general factory administration, 
factory maintenance, and factory cafeteria). A summary of 
costs and other data for each department prior to allocation 
of service-department costs for the year ended June 30, 
1973, appears below items 15-18.
The costs of the generaS-factory-administration 
department, factory-maintenance department, and factory 
cafeteria are allocated on the basis of direct-labor hours, 
square-footage occupied, and number of employees, 
respectively. There are no manufacturing-overhead 
variances. Round all final calculations to the nearest dollar.
15. Assuming that Parker elects to distribute 
service-department costs directly to production 
departments without inter-service department cost 
allocation, the amount of factory-maintenance department
costs which would be allocated to the fabrication 
department would be
a. $0.
b. $111,760.
c. $106,091.
d. $91,440.
16. Assuming the same method of allocation as in 
item 15, the amount of general-factory-administration 
department costs which would be allocated to the assembly 
department would be
a. $0.
b. $63,636.
c. $70,000.
d. $90,000.
17. Assuming that Parker elects to distribute 
service-department costs to other service departments 
(starting with the service department with the greatest total 
costs) as well as the production departments, the amount of 
factory-cafeteria department costs which would be 
allocated to the factory-maintenance department would be 
(Note: Once a service department’s costs have been 
reallocated, no subsequent service-department costs are 
recirculated back to it.)
a. $0.
b. $96,000.
c. $3,840.
d. $6,124.
18. Assuming the same method of allocation as in 
item 17, the amount of factory-maintenance department 
costs which would be allocated to the factory cafeteria 
would be
a. $0.
b. $5,787.
c. $5,856.
d. $148,910.
General Factory Factory Factory
Fabrication Assembly Administration Maintenance Cafeteria
Direct-labor costs $1,950,000 $2,050,000 $90,000 $82,100 $87,000
Direct-material costs $3,130,000 $ 950,000 — $65,000 $91,000
Manufacturing-overhead costs $1,650,000 $1,850,000 $70,000 $56,100 $62,000
Direct-labor hours 562,500 437,500 31,000 27,000 42,000
Number of employees 280 200 12 8 20
Square-footage occupied 88,000 72,000 1,750 2,000 4,800
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Items 19 through 22 are based on the following 
information:
Miller Manufacturing Company buys zeon for $.80 a 
gallon. At the end of processing in Department 1, zeon 
splits off into products A, B, and C. Product A is sold at the 
split-off point, with no further processing. Products B and 
C require further processing before they can be sold; 
product B is processed in Department 2 and product C is 
processed in Department 3. Following is a summary of 
costs and other related data for the year ended June 30,
1973.
Department
1
2 3
Cost of zeon $96,000
Direct labor $14,000 $45,000 $65,000
Manufacturing
overhead $10,000 $21,000 $49,000
Products
A B C
Gallons sold 20,000 30,000 45,000
Gallons on hand at
June 30, 1973 10,000 — 15,000
Sales in dollars $30,000 $96,000 $141,750
There were no inventories on hand at July 1, 1972, 
and there was no zeon on hand at June 30, 1973. All 
gallons on hand at June 30, 1973, were complete as to 
processing. There were no manufacturing-overhead 
variances. Miller uses the relative-sales-value method of 
allocating joint costs.
19. For allocating joint costs, the relative sales value 
of product A for the year ended June 30, 1973, would be
a. $30,000.
b. $45,000.
c. $21,000.
d. $6,000.
20. The joint costs for the year ended June 30, 
1973, to be allocated are
a. $300,000.
b. $95,000.
c. $120,000.
d. $96,000.
21. The cost of product B sold for the year ended 
June 30, 1973, is
a. $90,000.
b. $66,000.
c. $88,857.
d. $96,000.
22. The value of the ending inventory for product A 
is
a. $24,000.
b. $12,000.
c. $8,000.
d. $13,333.
Items 23 through 27 are based on the following 
information:
Tolbert Manfacturing Company uses a standard-cost 
system in accounting for the cost of production of its only 
product, product A. The standards for the production of 
one unit of product A are as follows:
•  Direct materials: 10 feet of item 1 at $.75 per 
foot and 3 feet of item 2 at $ 1.00 per foot.
•  Direct labor: 4 hours at $3.50 per hour.
•  Manufacturing overhead: applied at 150% of 
standard-direct-labor costs.
There was no inventory on hand at July 1, 1972. 
Following is a summary of costs and related data for the 
production of product A during the year ended June 30, 
1973.
• 100,000 feet of item 1 were purchased at $.78 
per foot.
•  30,000 feet of item 2 were purchased at $.90 per
foot.
•  8,000 units of product A were produced 
which required 78,000 feet of item 1, 26,000 feet 
of item 2, and 31,000 hours of direct labor at 
$3.60 per hour.
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•  6,000 units of product A were sold.
At June 30, 1973, there are 22,000 feet of item 1,
4,000 feet of item 2, and 2,000 completed units of product 
A on hand. All purchases and transfers are “charged in” at 
standard.
23. For the year ended June 30, 1973, the total 
debits to the raw-materials account for the purchase of item 
1 would be
a. $75,000.
b. $78,000.
c. $58,500.
d. $60,000.
24. For the year ended June 30, 1973, the total 
debits to the work-in-process account for direct labor 
would be
a. $111,600.
b. $108,500.
c. $112,000.
d. $115,100.
25. Before allocation of standard variances, the 
balance in the material-usage-variance account for item 2 
was
a. $1,000 credit.
b. $2,600 debit.
c. $600 debit.
 d. $2,000 debit.
26. If all standard variances are prorated to 
inventories and cost of goods sold, the amount of 
material-usage variance for item 2 to be prorated to 
raw-materials inventory would be
a. $0.
b. $333 credit.
c. $333 debit.
d. $500 debit.
27. If all standard variances are prorated to 
inventories and cost of goods sold, the amount of 
material-price variance for item 1 to be prorated to 
raw-materials inventory would be
a. $0.
b. $647 debit.
c. $600 debit.
d. $660 debit.
Items 28 through 30 are based on the following 
information:
The Jorcano Manufacturing Company uses a 
process-cost system to account for the costs of its only 
product, product D. Production begins in the fabrication 
department where units of raw material are molded into 
various connecting parts. After fabrication is complete, the 
units are transferred to the assembly department. There is 
no material added in the assembly department. After 
assembly is complete, the units are transferred to a 
packaging department where packing material is placed 
around the units. After the units are ready for shipping, 
they are sent to a shipping area.
At year end, June 30, 1973, the following inventory 
of product D is on hand:
•  No unused raw material or packing material.
•  Fabrication department: 300 units, 1/3 complete 
as to raw material and 1/2 complete as to direct labor.
•  Assembly department: 1,000 units, 2/5 complete 
as to direct labor.
•  Packaging department: 100 units, 3/4 complete 
as to packing material and 1/4 complete as to direct labor.
•  Shipping area: 400 units.
28. The number of equivalent units of raw material 
in all inventories at June 30, 1973, is
a. 300.
b. 100.
c. 1,600.
d. 925.
29. The number of equivalent units of fabrication 
department direct labor in all inventories at June 30, 1973, 
is
a. 1,650.
b. 150.
c. 300.
d. 975.
30. The number of equivalent units of packing 
material in all inventories at June 30, 1973, is
a. 75.
b. 475.
c. 100.
d. 425.
161
Examination Questions —  November 1973
Number 3 (Estimated time —  50 to 60 minutes)
You have been engaged by Mr. and Mrs. Sam Ball to 
determine their federal taxable income for the calendar 
year 1972. Sam (age 40) and his wife, Mary (age 38), are 
both full-time employees. They maintain a household 
which includes their two children, Joan (age 18) and Jack 
(age 20), and Mrs. Ball’s mother, Mrs. Carson Smith (age 
73). Joan and Jack are both full-time students at State 
University. Mrs. Smith is an invalid and is confined to bed. 
Mr. Ball provided the majority of the living expenses for all 
members of the household.
Mr. Ball provided the following information 
concerning the family’s income and expense for 1972.
1. Mr. Ball received a salary of $1,500 per month 
from the Home Department Store, Inc. An allowance of 
$100 per month was also received for travel and 
entertainment expenses. Mr. Ball did not have to report 
these expenses to the company, but he provided the 
following breakdown of business expenses incurred.
Out-of-town trip:
Transportation
Hotel
Meals
$100
21
24 $145
Local transportation:
To and from work 200
Travel between store and
warehouses 180
Entertainment of major customers 375
$900
2. To be considered for a promotion, Mr. Ball
transferred from Cleveland to a new store in Boston. On 
January 4, the company paid Mr. Ball $2,000 to defray the 
cost of the move. During the month the following expenses 
were incurred and paid in connection with the move.
World-Wide Moving Company
Real estate commission on sale of
$1,150
residence
Transportation and travel:
Trip by Mr. and Mrs. Ball to
1,200
locate a new house
Trip to move members of
the household to new
350
residence 250
3. The residence in Cleveland was sold for a net loss 
of $4,000 after deducting all costs of sale, including the 
$1,200 commission referred to above. The house had 
been purchased in 1965 and was sold on January 15,
1972.
4. Mrs. Ball is also employed by the Home 
Department Store, Inc. Her salary for the year was $400 
per month. While Mrs. Ball is at work, a housekeeper is 
necessary to care for her mother, Mrs. Smith. Mrs. Smith 
has lost the use of her legs completely. The housekeeper 
was employed the entire year and was paid $300 per 
month.
5. The joint investment income of Mr. and Mrs. Ball 
received in 1972 follows:
Dividends:
Central Savings and Loan
Association, Boston $ 60
Skill Corporation, Houston 150
Trade Corporation, Ltd.,
Quebec 70
Investors Mutual Fund,
New York (capital
gain dividend) 260
$540
Interest:
U.S. Treasury bonds issued
in 1955 $ 30
City of Boston bonds 220
Giant Corporation bonds,
New York 160
$410
6. Except for the sale of the residence, the only 
other sale or exchange was the sale of 100 shares of 
Skyrocket Corp. on December 21, 1972; the net proceeds 
were $3,000. The shares were purchased by Mr. Ball in 
1969 at a cost of $3,600.
7. The following contributions were made by Mr. 
and Mrs. Ball during 1972:
Cash:
United Fund $ 500
County political campaign 310
First Church 800
$1,610
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Common stock:
Twenty shares of Streamline Corporation 
stock were donated to the First Church on 
August 15, 1972. The shares had been 
purchased on June 1, 1972, for $1,300.
The fair market value on August 15 was 
$7,000. The First Church sold the stock on 
November 3, 1972, for $7,500 and used 
the proceeds to pay operating expenses.
8. Qualified medical expenses paid by Mr. Ball 
during 1972 were as follows. The amounts shown are net of 
reimbursements received from medical insurance.
Mr. & Mrs. Mrs.
Ball Joan Jack Smith Total
Medicine and
drugs $ 50 $ 16 $ 71 $143 $ 280
Doctor fees 175 10 47 205 437
Dentist fees 25 67 26 — 118
Hospital costs 124 — 90 276 490
M e d i c a l
insurance
premiums 100
$474
40
$133
32
$266
120
$744
292
$1,617
9. Taxes and licenses paid by Mr. Ball during 1972 
were as follows:
10. In addition to the real estate taxes on the house 
and land, Mr. Ball paid $1,100 interest on the mortgage and 
$125 for fire insurance.
11. On June 2, 1972, Mrs. Ball’s personal car was 
heavily damaged by a hit-and-run driver. The car had been 
purchased new just one year before for $3,700. Rather than 
having it repaired, she sold it for the best bid price of $700. 
Even though the insurance company paid only $1,800, Mrs. 
Ball determined that the car was worth $2,900 just prior to 
the accident. Mrs. Ball used the proceeds to purchase a used 
car for $2,400 on June 23, 1972.
12. Jack earned $1,400 during the year as a campus 
distributor for a large manufacturer. Joan had no income 
during 1972.
13. Mrs. Smith’s only source of income was the $200 
per month that she received as Social Security benefits 
during the year.
Required:
Prepare a schedule computing Mr. and Mrs. Ball’s 
minimum net income subject to federal income taxes for
1972. Any possible alternative treatments should be 
resolved in a manner that will minimize taxable income. 
Supporting schedules should be in good form.
Personal property tax, Mr. and
Mrs. Ball $ 85
Real estate tax:
Mr. and Mrs. Ball’s residence 400
Mrs. Smith 65
Gasoline tax (personal use only):
State 86
Federal 44
State income tax paid or withheld:
Mr. Ball 800
Mrs. Ball 340
Social Security taxes:
Mr. Ball 468
Mrs. Ball 249
Drivers’ licenses:
Mr. and Mrs. Ball 20
Jack 12
State and city sales taxes 660
$3,229
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Number 4 (Estimated time —  40 to 50 minutes)
The Columbus Hospital operates a general hospital but 
rents space and beds to separate entities for specialized 
areas such as pediatrics, maternity, psychiatric, etc. 
Columbus charges each separate entity for common services 
to its patients such as meals and laundry and for 
administrative services such as billings, collections, etc. All 
uncollectible accounts are charged directly to the entity. 
Space and bed rentals are fixed for the year.
For the entire year ended June 30, 1973, the 
Pediatrics Department at Columbus Hospital charged each 
patient an average of $65 per day, had a capacity of 60 
beds, operated 24 hours per day for 365 days, and had 
revenue of $1,138,800.
Expenses charged by the hospital to the Pediatrics 
Department for the year ended June 30, 1973, were as 
follows:
Basis o f Allocation 
Patient days Bed capacity
Dietary
Janitorial
Laundry
Laboratory, other than 
direct charges to 
patients
Pharmacy
Repairs and mainten­
ance
General administrative 
services
Rent
Billings and collections
Bad debt expense
Other
$ 42,952
$ 12,800
28,000
47,800
33,800
5,200 7,140
131,760
275,320
40,000
47,000
18,048 25,980
$262,800 $453,000
The only personnel directly employed by the 
Pediatrics Department are supervising nurses, nurses, and 
aides. The hospital has minimum personnel requirements 
based on total annual patient days. Hospital requirements 
beginning at the minimum, expected level of operation 
follow.
Annual
Patient
Days Aides Nurses
Supervising
Nurses
10,000 - 14,000 21 11 4
14,001 - 17,000 22 12 4
17,001 -23,725 22 13 4
23,726-25,550 25 14 5
25,551 -27,375 26 14 5
27,376-29,200 29 16 6
The staffing levels above represent full-time 
equivalents, and it should be assumed that the Pediatrics 
Department always employs only the minimum number of 
required full-time equivalent personnel.
Annual salaries for each class of employee follow: 
supervising nurses — $18,000, nurses — $13,000, and aides 
— $5,000. Salary expense for the year ended June 30,
1973, for supervising nurses, nurses, and aides was $72,000, 
$169,000, and $110,000, respectively.
The Pediatrics Department operated at 100% capacity 
during 111 days for the past year. It is estimated that 
during 90 of these capacity days, the demand averaged 17 
patients more than capacity and even went as high as 20 
patients more on some days. The hospital has an additional 
20 beds available for rent for the year ending June 30,
1974.
Required:
a. Calculate the minimum number of patient days 
required for the Pediatrics Department to break even for 
the year ending June 30, 1974, if the additional 20 beds are 
not rented. Patient demand is unknown, but assume that 
revenue per patient day, cost per patient day, cost per bed, 
and employee salary rates will remain the same as for the 
year ended June 30, 1973. Present calculations in good 
form.
b. Assuming for purposes of this problem that 
patient demand, revenue per patient day, cost per patient 
day, cost per bed, and employee salary rates for the year 
ending June 30, 1974, remain the same as for the year 
ended June 30, 1973, should the Pediatrics Department 
rent the additional 20 beds? Show the annual gain or loss 
from the additional beds. Present calculations in good form.
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GROUP II
(Estimated time —  40 to 50 minutes)
Solve only one of the two problems in this group. If 
both are solved, only the first will be considered.
Number 5
Trevelise, Inc., manufactures two products, Tots and 
Widgets. Each product is processed on a separate assembly 
line and then both products are painted in a common paint 
department. Both assembly lines, the paint department, and 
the general offices are housed in one building.
Trevelise could assemble and sell approximately 65% 
more Tots and 60% more Widgets; however, the only 
limiting factor is that the paint department cannot handle 
any additional production. Trevelise has evaluated the 
feasibility of increasing the capacity of the paint 
department, but has concluded that the capital investment 
would be too great.
Trevelise has engaged you to do a study to determine 
the number of Tots and Widgets to produce in order to 
maximize profits for the year ending June 30, 1974. It is 
assumed that for the year ending June 30, 1974, Trevelise 
will continue to operate in the same relevant range of 
operations, that no new production shifts will be added, 
and that per unit revenues and expenses and fixed 
expenses will be the same as for the year ended June 
30, 1973.
At June 30, 1972, and June 30, 1973, there were no 
inventories of either Tots or Widgets. During the year ended 
June 30, 1973, Trevelise produced and sold 855,000 units 
of Tots and 1,175,000 units of Widgets.
Following is a description of how specific costs and 
expenses are charged or allocated:
•  Supervision is charged directly to each 
manufacturing department because there is no supervision 
interchangeability among the three departments. 
Supervisory costs are fixed within the relevant range of 
operations.
•  Depreciation is computed by the straight-line 
method. The machinery is expected to have a physically 
useful life of 12 years; however, it is estimated that it will 
become technically obsolete in 5 years. Depreciation on 
furniture and fixtures is charged directly to selling, general, 
and administrative expense. Depreciation on machinery is 
charged directly to each manufacturing department because 
machinery is used only within a given department. Building 
depreciation is allocated to the various departments based 
on floor space.
•  U tility  charges for heat, light, and air 
conditioning are allocated to the various departments based 
on floor space. The entire building must be lighted and 
heated or air conditioned at the same time.
Electricity used by the machinery is charged directly 
to each department by use of separate meters; the cost is 
directly related to units produced.
•  Janitorial costs are allocated to the departments 
based on floor space. This cost is fixed within the relevant 
range of operations.
•  Maintenance costs include salaries and 
replacement parts. Salaries are fixed within the relevant 
range of operations, and are charged directly to each 
departm ent based on direct-hours worked. Cost of 
replacement parts is directly related to machinery usage and 
is charged directly to each department based on parts used.
•  Insurance is allocated based on a coverage 
analysis prepared by Trevelise’s insurance agent. The cost is 
fixed within the relevant range of operations.
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•  Shipping costs are based on the number of units 
shipped and are charged directly to the product.
•  Officers’ salaries, office salaries, salesmen’s 
salaries, and advertising are fixed within the relevant range 
of operations.
•  Salesmen are paid a standard commission on 
each unit sold.
•  Total paint-department expenses are allocated 
to Tots and Widgets based on per-unit produced 
because both require the same processing time and 
quantity of paint.
Instructions
For each of the numbered items below, select the 
lettered answer that best indicates the way in which the 
assumed financial data should be used in the determination 
of the optimal product mix. Use a soft pencil, preferably 
No. 2, to blacken the appropriate space on the separate 
printed answer sheet to indicate your answer. Mark only 
one answer for each item. Answer all items. Your grade will 
be based on your total correct answers.
Answer Choices
a. Use this dollar amount for the year divided by 
the total number of units of the appropriate 
product sold during the year.
b. Use this dollar amount.
c. Do not use this dollar amount.
d. First, this dollar amount should be allocated
between Tots and Widgets based on
the relative-sales-value method. Then, use
the respective allocated amounts divided
by the total number of units of 
the appropriate product sold during the
year.
e. A portion of this aggregate dollar amount should 
not be used. Use the remainder of this dollar 
amount for the year divided by the total number 
of units of the appropriate product sold during 
the year.
Items to be Answered
31. Sales of Tots.
32. Direct labor charged to Widgets.
33. Direct material charged to Tots.
34. Supervision charged to Tots.
35. Supervision charged to Widgets.
36. Furniture and fixtures depreciation.
37. Machinery depreciation charged to Tots.
38. Machinery depreciation charged to the paint 
department.
39. Building depreciation charged to Widgets.
40. Building depreciation charged to selling, general, 
and administrative.
41. U tilities charged to selling, general, and 
administrative.
42. Utilities charged to Widgets.
43. Utilities charged to Tots.
44. Janitorial expense charged to Widgets.
45. Maintenance charged to Tots.
46. Maintenance charged to Widgets.
47. Insurance charged to Tots.
48. Insurance charged to selling, general, and 
administrative.
49. Shipping charged to Tots.
50. Shipping charged to Widgets.
51. Officers’ salaries.
52. Office salaries.
53. Salesmen’s salaries.
54. Salesmen’s commissions on Tots.
55. Total charged to the paint department.
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Number 6
James Nolan, M.D., and Louis Ferrara, M.D., are 
applying for a $115,000 loan to purchase additional 
equipment for their medical practice. The bank has 
requested a personal statement of assets and liabilities as of 
June 30, 1973, from Dr. and Mrs. Nolan. Pertinent facts 
about the Nolans follow. Unless stated otherwise, all facts 
are presented as of June 3 0 , 1973.
•  The Nolans have $8,000 in a checking account 
and $30,000, including interest through June 30, 1973, in a 
savings account.
•  The Nolans paid $7,500 in 1971 for a 15% 
interest in Crown Corporation which has 100,000 shares 
outstanding. The stock is traded on a midwestern exchange. 
In recent months the stock has traded in blocks of 100 
shares or less at $1.50 per share. Dr. Nolan was offered 
$1.10 per share for all his shares on June 22, 1973. The 
offer is still outstanding.
•  Dr. Nolan and Dr. Ferrara each own a 50% 
interest in the Suburban Medical Group, a partnership. The 
balance sheet of Suburban Medical Group prepared on a 
modified cash basis follows:
Assets
Cash (in noninterest-bearing account) $ 10,400
30-day Treasury bills (maturing July 30,
1973) 11,000
Drugs and supplies inventory 6,100
Equipment and office furniture (net of
$14,000 accumulated depreciation) 66,000
Automobiles (net of $1,150 accumulated
depreciation) 10,800
Building (purchased June 28, 1973) 55,000
Total $159,300
Liabilities
6% notes payable (principal and interest
payable monthly until 1980) $ 39,000
Capital 120,300
Total $159,300
Other data: As of June 30, 1973, there were unrecorded 
accounts receivable of $12,451 and unrecorded 
accounts payable of $1,327. Payments on the notes 
are current. The partnership prepares its tax returns 
on the accrual basis.
•  Dr. Ferrara and Dr. Nolan were offered
$260,000 for their practice by the Rural Medical Center. 
The offer is still outstanding. Counsel has advised that if the 
offer is accepted, any difference between the proceeds and 
the partners’ tax bases in the partnership will be taxed as 
ordinary income.
•  The Nolans purchased their residence in 1970 for 
$85,000. The balance of the 30-year, 6¾% mortgage is 
$64,498. The current rate charged on similar mortgages is 
6¾%. Payments on the mortgage are current. Similar homes 
in the area have increased in value approximately 30% since 
1970. The assessed real-estate value was determined in 
March 1973 to be $108,500 based on fair value.
•  Mrs. Nolan owns a 1972 automobile which cost 
$5,950. Current newspaper advertisements indicate that her 
car could be sold for $4,800.
•  In 1955, the Nolans received a painting as a 
wedding present from Mrs. Nolan’s aunt, an internationally 
known artist. At the date of gift, the painting was appraised 
at $6,000. The painting was appraised in June 1973 at 
$16,000.
•  The Nolans have maintained cost records on 
their major household effects. The costs aggregate $27,500. 
A local business which specializes in auctioning this type of 
merchandise estimated in July 1973 that the household 
effects have a net realizable value of $12,000. Other 
household effects are of nominal value.
•  Dr. Nolan has a vested interest of $14,175 in a 
group-participating pension plan. The present value of the 
vested benefits is $6,818. Dr. Nolan’s contributions to the 
plan (tax basis) have been $5,432.
•  On July 1, 1970, Dr. Nolan paid $9,000 for 25% 
of the capital stock of Medical Instruments, Inc., a closely 
held business which designs medical instruments. A 
summary of financial data of the corporation follows:
Balance Sheet 
at June 30, 1972
Earnings 
Summary 
for the Years 
Ended June 30,
Dividends
Paid
Assets $112,800
Liabilities 46,650 1971 $12,050
Equity 66,150 1972 18,100
$112,800 1973 28,050 $6,200 June 10
Similar businesses in the area have been sold
recently for 10 times the average of the last three-years’ 
earnings.
•  The Nolans owed $810 on charge accounts 
and $220 on a national credit card account at June 30,
1973.
•  In early July 1973, the Nolans estimated their 
federal income tax for their 1973 return to be $26,000. 
Estimated tax payments of $8,000 had been made as of 
June 30, 1973. A tax rate of 40% is assumed for all tax 
considerations.
Required:
Prepare a personal statement of assets and liabilities in 
good form as of June 30, 1973, for Dr. and Mrs. Nolan. 
Supporting calculations should be in good form. Footnotes 
are not required.
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(Prepared by the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of all states, territories, and the District of Columbia.)
EXAMINATION IN ACCOUNTING PRACTICE —  PART II
November 8, 1973; 1:30 to 6:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ........................................................................................................
No. 2 ........................................................................................................
No. 3 ............................................................................................ ............
No. 4 ........................................................................................................
No. 5 ........................................................................................................
50 60
50 60
40 50
50 60
30 40
220 270Total ................................................................................................
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of the 
problems. If more than one page is required for a 
solution, number the pages in sequence for that 
problem with the lead schedule first, followed by 
supporting computations. For instance, if two pages 
are used for Problem No. 3, you would show Problem 
3, Page 1 of 2 and Page 2 of 2.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. Enclose all scratch sheets. Failure to enclose scratch 
sheets may result in loss of grading points. Scratch 
sheets need not have page numbers, but you should 
show the problem number and place them 
immediately following the problem to which they 
relate.
3. Fourteen-column sheets should not be folded until all 
sheets, both wide and narrow, are placed in the proper 
sequence and fastened together at the top left corner. 
All fourteen-column sheets should then be wrapped 
around the back of the papers.
4. A CPA is continually confronted with the necessity of 
expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY IN ACCOUNTING 
WORK.
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Number 1 (Estimated time —  50 to 60 minutes) 
Instructions
Select the best answer for each of the following items 
relating to the federal income taxation of corporations and 
partnerships. Use a soft pencil, preferably No. 2, to blacken 
the appropriate space on the separate printed answer sheet 
to indicate your answer. The answers should be selected in 
accordance with the current Internal Revenue Code and 
Tax Regulations. Mark only one answer for each item. 
Answer all items. Your grade will be based on your total 
correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
95. John Doe is 25 years old, unmarried, has good 
sight, and did not contribute to the support of any other 
person in 1972. He is entitled to a deduction for personal 
exemption for 1972 of
a. $2,250.
b. $1,500.
c. $750.
d. $0.
e. None of the above.
Answer Sheet
95. a. ::::::: b . ::::::: c.   d. ::::::: e . :::::::
Items to be Answered
1. The Cresap Corporation, an accrual basis 
taxpayer, was formed and began operations on May 1,
1972. The following expenses were incurred during its first 
tax period, May 1 — December 31, 1972:
Expenses of temporary directors 
and of organizational 
meetings $500
F ee  p a id  to  sta te  for
incorporation 100
Accounting services incident to
organization 200
Legal services for drafting the 
corporate charter and 
bylaws 400
Expenses of printing stock
certificates 420
If Cresap Corporation makes an appropriate and 
timely election, the maximum organization expense that it 
can properly deduct for 1972 would be
a. $160.
b. $216.
c. $324.
d. $0.
e. None of the above.
2. On January 1 of its taxable year ended 
December 31, 1972, Roundtree, Inc., purchased and placed 
in service the following assets:
•  New office building for the corporate executive 
group. Cost (excluding land) — $200,000; estimated useful 
life — 25 years.
•  Warehouse for the storage of maintenance 
supplies. The building had previously been a retail store. 
Cost (excluding land) — $120,000; estimated useful life — 
10 years.
•  New apartment building complex to be rented 
on long-term leases to provide more convenient housing for 
the work force in the community. Cost (excluding land) — 
$500,000; estimated useful life — 50 years.
If the estimated salvage value of each of the buildings 
is zero, the maximum depreciation deduction that 
Roundtree can claim on these assets on its 1972 return 
would be
a. $54,000.
b. $50,000.
c. $48,000.
d. $44,000.
e. None of the above.
3. For the taxable year ended December 31, 1972, 
Sullivan Corp. had income and expenses as follows:
Gross income from operations $ 102,000
Expenses from operations 103,000
Dividends received from
taxable domestic corporations 8,000
Sullivan’s dividends-received deduction for 1972
would be
a. $6,800.
b. $5,950.
c. $100.
d. $0.
e. None of the above.
4. The income tax treatment of individual and
corporate taxpayers agrees in the following respect.
a. Excess capital losses may be carried forward 5 
years.
b. Excess capital losses may not be carried 
back.
c. Excess capital losses may be offset against 
income from other sources, but only to a limited 
extent.
d. Excess capital losses retain their identity as 
either long-term or short-term losses in the year 
to which they are carried.
e. None of the above.
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5. For the taxable year ended December 31, 1972, 
Smith Corporation had taxable income of $100,000 before 
taking into account any gains or losses on the sale of assets. 
Information concerning its sales of assets follows:
Type o f Assets
Operating
Equipment
Land Held 
as Investment
Date acquired January 1, 
1971
July 7, 
1964
Date sold December 31, 
1972
May 4, 
1972
Useful life
Accumulated depreciation
10 yrs. N/A
(straight-line) $10,000 N/A
Cost 50,000 $80,000
Selling price 20,000 30,000
Smith’s taxable income after taking into account these
two sales of property would be
a. $100,000.
b. $99,000.
c. $80,000.
d. $30,000.
e. None of the above.
6. Gunsmith, Inc., sold a machine tool that it no
longer needed for $12,000 on July 1, 1972. The tool was 
acquired on July 1, 1970, for $10,000. Gunsmith used the 
sum-of-the-years-digits method of depreciation, and claimed 
$6,000 in depreciation deductions to the date of sale. Had 
Gunsmith used the straight-line method, the amount of 
depreciation deducted would have been only $4,500.
As a result of this transaction, Gunsmith should report
a. $6,000 ordinary income and $2,000 section 
1231 gain.
b. $1,500 ordinary income and $6,500 section 
1231 gain.
c. $8,000 ordinary income.
d. $8,000 long-term capital gain.
e. None of the above.
7. On July 17, 1972, Porter Corp, purchased a new 
delivery truck (list price, $4,300) for $4,000 by trading in 
an old truck with a fair market value of $2,500 and paying 
$ 1,500 cash. The old truck had been purchased for $3,500 
cash on January 12, 1971, and had $2,100 of 
undepreciated cost on the date of the trade-in.
The tax effect of this transaction to Porter Corp. 
would be
a. No recognized gain or loss and basis of new 
truck, $4,000.
b. Recognized gain of $400 and basis of new truck, 
$4,000.
c. No recognized gain or loss and basis of new 
truck, $3,600.
d. Recognized gain of $400 and basis of new truck, 
$4,300.
e. None of the above.
8. Vacconey Corporation’s taxable income for 
1972 was $120,000. All taxable income resulted from 
regular operations of the corporation. Vacconey’s tax 
liability before credits for 1972 would be
a. $57,600.
b. $60,000.
c. $51,100.
d. $26,400.
e. None of the above.
9. The taxable income of the Wayland Corporation 
exclusive of gains and losses on sales or exchanges of 
property for 1972 was $550,000. The only property 
transaction for the year resulted in a long-term capital gain 
of $10,000. The effective rate of tax applicable to this 
long-term capital gain would be
a. 24%.
b. 15%.
c. 30%.
d. 25%.
e. None of the above.
10. Scheckel Corporation purchased only the 
following qualified section 38 property during 1972.
Estimated 
Useful LifeType Placed in Service Cost
New
Used
7 years July 1, 1972
5 years October 1, 1972
$500,000
89,765
Scheckel’s total investment credit for 1972 would be
(rounded to the nearest dollar)
a. $37,095.
b. $37,333.
c. $39,189.
d. $41,284.
e. None of the above.
11. During 1972, the Crane Corporation determined
that its investment credit for qualified section 38 property 
was $80,000. Crane’s tax liability before the investment tax 
credit was $105,000. Crane Corporation’s tax liability after 
application of the investment tax credit for 1972 would be
a. $25,000.
b. $40,000.
c. $52,500.
d. $80,000.
e. None of the above.
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12. Pello Corporation filed a federal tax return and 
appropriately paid $1,150,000 for its federal tax liability 
incurred for the full calendar year 1971. In early January 
1972, Pello estimated its tax liability and paid in a total of 
$1,200,000 in equal installments on appropriate due dates. 
On February 12, 1973, the corporation’s 1972 tax return 
was completed. The return indicated an actual liability of 
$1,300,000. The corporation desires to defer the payment 
of the balance of tax due as long as possible. The amount 
and due date(s) of the corporation’s minimum obligation 
would be
a. $50,000 on March 15 and June 15.
b. $50,000 on April 15 and June 15.
c. $100,000 on March 15.
d. $100,000 on June 15.
e. None of the above.
13. Shareholders of a subchapter S corporation must
a. Adopt the same taxable year as the corporation.
b. Exclude the first $100 of dividend income 
received from the corporation.
c. Include in their income their proportionate share 
of corporate earnings.
d. Be either individuals, estates, or trusts.
e. None of the above.
14. In the determination of “ordinary income” of a 
partnership, it must take into account
a. Charitable contributions made in the partnership 
name.
b. The dividends-received exclusion.
c. The long-term capital-gain deduction.
d. The net operating loss deduction.
e. None of the above.
15. The owners of the Real Company, a partnership, 
desire to incorporate the partnership. The following three 
alternative methods for changing to the corporate form are 
under consideration. Under each alternative the end result 
is to dissolve the partnership, transfer all partnership assets 
and liabilities to a new corporation, and provide ownership 
in the new corporation the same as that of the partnership.
Alternative one: the partnership would transfer all of its 
assets and liabilities to the new corporation in return for all 
of the corporation’s capital stock. The partnership would 
then liquidate and distribute the capital stock to the 
partners.
Alternative two: the partnership would distribute all of its 
assets and liabilities to the partners. The partners would 
then transfer the assets and liabilities to the new 
corporation in exchange for all of its capital stock.
Alternative three: the partners would transfer their 
partnership interest to the new corporation in return 
for all of its capital stock and the partnership would 
be dissolved.
In order to carry out the incorporation on a 
tax-free basis the partners may employ
a. Alternative one only.
b. Alternative two only.
c. Alternative three only.
d. Alternative one, two, or three.
e. None of the above.
16. Bob and Bill own and operate the Auto Repair 
Company as equal partners. Both of them work full-time in 
the business. They are considering the possibility of 
incorporating the partnership and are seeking information 
concerning the advantages of the corporate versus the 
partnership form of operation. Fringe benefits available to 
them under either a partnership or a corporation would 
include
a. Sick-pay exclusion.
b. Profit-sharing trusts.
c. $5,000 death benefit exclusion.
d. Group-term life insurance premium exclusion.
e. None of the above.
Number 2 (Estimated time —  50 to 60 minutes)
Part a. Computer Systems, Inc., (CSI), a small 
computer-service company, was established on July 1, 
1969. Although it had no revenue during its first year of 
existence, it did develop twelve general computer programs 
for a total cost of $48,500. At June 30, 1970, the $48,500 
cost of the programs was deferred while all general, 
administrative, and selling expenses for the year were 
expensed.
CSI leases its programs to customers for three years 
but retains custody of and title to the programs. CSI runs 
the leased programs on its own equipment and bills its 
customers (the lessees) a monthly charge for operating 
time.
In addition to the general programs, CSI develops 
programs tailored especially for a customer’s needs. These 
tailored programs are also leased to customers for three 
years and like the general programs are controlled by CSI 
which bills for operating time. At June 30, 1970, no 
tailored programs had been developed.
Minor modifications of a general program sometimes 
are made to meet a lessee’s specific needs. Modification of a 
general program or development of a tailored program is 
undertaken immediately after a lease is executed.
The general programs are leased under a Type A lease 
agreement while the tailored programs are leased under a 
Type B agreement.
Following are the provisions of the Type A 
agreement: the lease can be renewed after three years; the 
program cannot be purchased; the total charge for the lease 
must be made in installments of 40% the first year, 35% the 
second year, and 25% the third year; any initial 
program-modification costs are absorbed by CSI; and any
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later customer program-modification requests are billed to 
the customer at cost.
The provisions of the Type B agreement follow: the 
lease can neither be renewed nor cancelled; the program can 
be purchased for $1 at the end of the lease ; the total charge 
for the lease must be made in installments of 50% the first 
year, 30% the second year, and 20% the third year; and 
after initial acceptance by the customer of the program 
results, any customer program-modification requests are 
billed to the customer at cost.
The executives of CSI have considerable expertise in 
the computer service bureau industry. They have estimated 
that the twelve general programs will have an economic life 
of six to nine years and will earn an estimated total lease 
revenue of $1,212,500. They have selected to amortize the 
deferred-development costs of the twelve general programs 
over the estimated lease revenue ($.04 per dollar of lease 
revenue).
On July 1, 1970, CSI signed two Type A and two 
Type B lease agreements with Keller, Inc. All four leases 
expire June 3 0 , 1973. Other pertinent data follow:
Total lease revenue 
T o t a l  i n i t i a l  
p r o g r a m -  
m o d ifica tio n
costs
T o ta l  program- 
developm en t 
costs
C h a r g e s  f o r  
operating time 
for year ended 
June 30,
1971
1972
1973
Customer request­
ed modification 
costs for year 
ended June 30,
1971
1972
1973
111
Type
A-1
$6,600
330
Type Type Type
A-2 B-1 B-2
$6,300 $15,600 $18,300
300 - -
3,000 3,300
900
990
1,098
849 1,200 1,275
975 1,278 1,299
1,002 1,350 1,374
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Using a 7% interest rate, the present value at July 1, 
1970, of future lease payments due from Keller follow: 
Type A-1, $6,240; Type A-2, $5,957; Type B-1, $14,898; 
and Type B-2, $17,478. The annual lease payments are 
made on the first day of the year.
CSI accounts for the Type A leases under the 
operating method and the Type B leases under the 
financing method.
Required:
For the data presented in the problem, prepare a 
schedule of revenues and expenses by type of lease with 
Keller for the years ended June 30, 1971, 1972, and 1973. 
Round all calculations to the nearest dollar. Prepare in good 
form any supporting schedules you feel necessary. Ignore 
income taxes. Organize your answer sheet as follows:
Type A Type B
Leases Leases
Lease rental revenue:
1971
1972
1973
Sale of programs:
1971
1972
1973
Interest revenue:
1971
1972
1973
All other revenues:
1971
1972
1973
Amortization of program 
and initial program- 
modification costs:
1971
1972
1973
Cost of programs sold:
1971
1972
1973
All other expenses:
1971
1972
1973
Part b. On July 1, 1971, CSI sold various auxiliary 
equipment with a net book value of $15,000 to Hope, Inc., 
for $20,000. Since the collection of the sales price was 
questionable, CSI retained title to the equipment until 
Hope made the last payment. Hope made a down payment 
of $2,000 and signed an 8% note due in 8 equal quarterly 
payments of $2,457 each, including interest, beginning 
September 30, 1971. During July 1971, CSI incurred $750 
selling expenses in the sale of this equipment.
Required:
Based on the installment-sales method of accounting, 
prepare a schedule of all revenues and expenses for the 
above transaction for the year ended June 30, 1972. 
Assume all payments are made in accordance with the 
agreement. Ignore income taxes. Round all computations to 
the nearest dollar.
172
Accounting Practice —  Part II
Number 3 (Estimated time —  40 to 50 minutes)
Parent, Inc., purchased for $151,000 cash 100% of the 
common stock and 20% of the 5% noncumulative, 
nonparticipating preferred stock of Subsidiary 
Manufacturing Corporation on June 3 0 , 1971. At that date, 
Subsidiary’s stockholders’ equity was as follows: 5,000 
shares of $10 par value preferred stock — $50,000; 100,000 
shares of $1 par value common stock — $100,000; and 
retained earnings — $41,000. The fair values of the assets, 
liabilities, and preferred stock did not differ materially 
from their book values. Subsidiary has made no 
adjustments to its books to reflect the purchase by Parent. 
At December 31, 1971, Parent and Subsidiary prepared 
consolidated financial statements.
Transactions between Parent and Subsidiary during 
the year ended December 31, 1972, follow:
•  On January 3, 1972, Parent sold land with an 
$11,000 book value to Subsidiary for $15,000. Subsidiary 
made a $3,000 down payment and signed an 8% 
mortgage-note payable in twelve equal quarterly payments 
of $1,135, including interest, beginning March 31, 1972.
•  Subsidiary produced equipment for Parent under 
two separate contracts. The first contract, which was for 
office equipment, was begun and completed during the year 
at a cost to Subsidiary of $17,500. Parent paid $22,000 
cash for the equipment on April 17, 1972. The second 
contract was begun on February 15, 1972, but will not be 
completed until May 1973. Subsidiary has incurred 
$45,000 costs as of December 31, 1972, and anticipates an 
additional $30,000 cost to complete the $95,000 contract. 
Subsidiary accounts for all contracts under the 
percentage-of-completion method of accounting. Parent has 
made no account on its books for this uncompleted 
contract as of December 31, 1972.
•  On December 1, 1972, Subsidiary declared a 5% 
cash dividend on its preferred stock, payable on January 
15, 1973, to stockholders of record as of December 14, 
1972.
•  Parent sells merchandise to Subsidiary at an 
average mark-up of 12% of costs. During the year, Parent 
charged Subsidiary $238,000 for merchandise purchased, of 
which Subsidiary paid $211,000. Subsidiary has $11,200 of 
this merchandise on hand at December 31, 1972.
Parent depreciates all its equipment over a 10-year 
estimated economic life with no salvage value. Parent takes 
a half-year’s depreciation in the year of purchase.
Both companies have made all of the adjusting entries 
required for separate financial statements unless an obvious 
discrepancy exists.
Required:
Complete the worksheet on page 21 for the 
preparation of a consolidated balance sheet and income 
statement for Parent, Inc., and its subsidiary, Subsidiary 
Manufacturing Corporation, for the year ended December 
31, 1972. Formal statements, journal entries, and 
worksheet totals are not required. Round all computations 
to the nearest dollar. Ignore income tax considerations.
Number 4 (Estimated time —  50 to 60 minutes)
You have been retained to assist the office manager of 
Dom Corp. in developing certain year-end financial 
information for the corporation. Dom is a domestic 
corporation, files its tax return on the accrual basis, and is 
engaged in the manufacture of office supplies and furniture. 
Dom’s accounts had been adjusted properly as of December 
31, 1971.
Dom’s trial balance before adjustment at December 
31, 1972, the close of its fiscal year, follows:
Debit Credit
Cash $ 45,120
Inventory 70,000
In sta llm en t accou n ts
receivable 85,000
Note receivable 20,000
Deferred income tax 37,880
F ixed  assets  (n e t of
depreciation) 178,000
Investment in Serv Corp.
stock 260,000
Accounts payable $ 31,000
Note payable 100,000
Unearned rental revenue 6,000
Capital stock 250,000
Retained earnings 135,000
Sales 600,000
Cost of goods sold 360,000
Operating expenses 105,000
Dividend revenue —
Serv Corp. 15,000
Rental revenue 24,000
$1,161,000 $1,161,000
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The following information has been gathered from the 
accounting records and verified to be correct.
1. Installment accounts receivable
Income on installment sales is included in the income
tax return in the period of collection rather than in the 
period of sale.
Gross-Profit______ Installment Receivables______
Sales Percentage December 31, 1971 December 31, 1972
1970 25% $10,000
1971 30 41,000 $25,000
1972 40 -  60,000
2. Note receivable
The note was received on July 1, 1972, in exchange 
for the sale of office desks and was recorded in the sales 
account at the face amount. The note is noninterest bearing 
and matures July 1, 1974. The face amount of the note 
does not reasonably represent the present value of the 
consideration given. The present value of $ 1.00, due at the 
end of two periods in the future, discounted at the 
prevailing rate of 6%, is $.89 (rounded to two decimal 
places).
3. Deferred income tax
The only entry charged to this account during 1972 is 
a debit of $43,000 representing payments on the 1972 
estimated tax liability.
4. Investment in Serv Corp. stock
On January 2, 1972, Dom Corp. purchased 80% of the 
outstanding common stock of Serv Corp. for $260,000 
cash. Serv Corp. is a domestic corporation and an accrual 
basis taxpayer. It sells insurance. Since the investor and 
investee corporations are not economically related, 
preparation of consolidated statements is not deemed 
appropriate.
The present value of the future superior earnings of 
Serv Corp. attributable to Dom Corp. on the date of 
acquisition was $30,000. The period during which the 
superior earnings are contemplated is 20 years and the 
corporation plans to amortize the amount on a straight-line 
basis.
On the date of acquisition it was estimated that the 
assets of Serv Corp. which were subject to depreciation had 
a fair market value equal to their book value.
The 1972 calendar-year earnings per the Serv Corp. 
income statement were $55,000. Dividend income per the 
Dom Corp. trial balance represents actual cash distributions 
received in 1972. There is no intention to reinvest 
undistributed earnings of Serv Corp. indefinitely in the 
future.
5. Note payable
The note is noninterest bearing and was issued in 
exchange for cash borrowed from a supplier. It 
matures five years from October 1, 1972. The loan 
was negotiated in connection with a $100,000 
purchase contract for the supplier’s product, at prices 
above the prevailing market rate. The present value of 
$1.00 due at the end of five periods in the future, 
discounted at the prevailing rate of 6% is $.75 
(rounded to two decimal places).
Seventy-five percent of the merchandise purchased 
under this contract is included in cost of goods sold, 
and 25% is included in the ending inventory.
6. Unearned rental income
This represents rent received in advance from a 
tenant who occupies a portion of the building owned 
by Dom Corp. There is unrestricted use of the funds. 
The rent is $2,000 per month, and one month’s rent 
was received in advance at the end of 1971 for 
January 1972.
Required:
a. Prepare a comparative schedule of pretax 
accounting income and taxable income, including 
supporting schedules of sales, cost of goods sold, 
present-value computations, and investment income. For 
financial-accounting purposes, recognize all present-value 
concepts where indicated but assume that this method 
is not acceptable for income tax purposes. Discounts 
and/or premiums should be amortized on the 
straight-line basis. Do not impute any interest in 
computing taxable income.
b. Independent of your answer to a., prepare a 
schedule analyzing deferred income taxes for the year 
ended December 31, 1972, showing the amount of deferred 
tax attributable to each variation between pretax 
accounting income and taxable income, including the 
reversal of any timing differences which originated in a 
prior period. Differences arising from the application of 
present-value concepts should be treated as timing 
differences. Assume that the effective tax rate is 40% for all 
computations.
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Parent, Inc., and Subsidiary
WORKSHEET TO PREPARE CONSOLIDATED BALANCE 
SHEET AND INCOME STATEMENT
For the Year Ended December 31, 1972 
(Required for Number 3)
Adjustments and
Parent, Inc. Subsidiary Corp. Eliminations
Dr. (Cr.) Dr. (Cr.) Debit Credit
Consolidated
Balances
Debit Credit
Cash $ 43,000 $ 31,211
Accounts receivable 119,000 53,000
Costs and estimated earnings
in excess of billings and
uncompleted contracts 87,100
Dividends receivable 500 —
Mortgage receivable 8,311 -
Unsecured notes receivable 18,000 -
Inventories 217,000 117,500
Land 34,000 42,000
Plant and equipment, net 717,000 408,000
Investment in Subsidiary Cor­
poration 151,000
Accounts payable (203,000) (97,000)
Dividends payable — (2,500)
Mortgages payable (592,000) (397,311)
Preferred stock - (50,000)
Common stock (250,000) (100,000)
Retained earnings (139,311) (47,000)
Sales (1,800,000) -
Earned revenues on contracts — (1,289,000)
Cost of sales 1,155,000
Cost of earned revenues on
contracts — 852,000
Selling, general, and adminis­
trative expenses 497,000 360,000
Interest revenue (20,000) -
Interest expense 49,000 32,000
Dividend revenue (500) -
Gain on sale of land (4,000) -
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Number 5 (Estimated time —  30 to 40 minutes)
Marshall Manufacturing, Inc., has produced two 
products, Z and P, at its Richmond plant for several years. 
On March 31, 1973, P was dropped from the product line. 
Marshall manufactures and sells 50,000 units of Z annually, 
and this is not expected to change. Unit material and 
direct-labor costs are $12 and $7, respectively.
The Richmond plant is in a leased building; the lease 
expires June 30, 1977. Annual rent is $75,000. The lease 
provides Marshall the right of sublet; all nonremovable 
leasehold improvements revert to the lessor. At the end of 
the lease, Marshall intends to close the plant and scrap all 
equipment.
P has been produced on two assembly lines which 
occupy 25% of the plant. The assembly lines will have a 
book value of $135,000 and a remaining useful life of seven 
years as of June 30, 1973. This is the only portion of the 
plant available for alternative uses.
Marshall uses one unit of D to produce one unit of Z. 
D is purchased under a contract requiring a minimum 
annual purchase of 5,000 units. The contract expires June 
30, 1977. A list of D unit costs follows:
Annual Purchases
(units) Unit Cost
5,000 - 7,499 $2.00
7,500 - 19,999 1.95
20,000 - 34,999 1.80
35,000 - 99,999 1.65
100,000 - 250,000 1.35
Alternatives are available for using the space 
previously used to manufacture P. Some may be used in 
combination. All can be implemented by June 30, 1973.
Should no action be taken, the plant is expected to operate 
profitably, and manufacturing overhead is not expected to 
differ materially from past years when P was manufactured. 
Following are the alternatives:
1. Sell the two P assembly lines for $70,000. The 
purchaser will buy only if he can acquire the equipment 
from both lines. The purchaser will pay all removal and 
transportation costs.
2. Sublet the floor space for an annual rental of 
$12,100. The lease will require that the equipment be 
removed (cost nominal) and leasehold improvements 
costing $38,000 be installed. Indirect costs are expected to 
increase $3,500 annually as a result of the sublease.
3. Convert one or both P assembly lines to produce 
D at a cost of $45,500 for each line. The converted lines 
will have a remaining useful life of 10 years. Each modified 
line can produce any number of units of D up to a 
maximum of 37,000 units at a unit direct-material and 
direct-labor cost of $ .10 and $ .25, respectively. Annual 
manufacturing overhead is expected to increase from 
$550,000 to $562,000 if one line is converted and to 
$566,000 if both lines are converted.
Required:
Prepare a schedule to analyze the best utilization of 
the following alternatives for the four years ended June 30, 
1977. Ignore income taxes and the time value of money.
1. Continue to purchase D; sell equipment; 
rent space.
2. Continue to purchase D; sell equipment.
3. Produce D on two assembly lines; purchase 
D as needed.
4. Produce D on one assembly line; purchase 
D as needed.
Set up your workpaper allowing one column for the 
evaluation of each alternative. The columns should be 
numbered 1, 2, 3, and 4.
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Uniform Certified Public Accountant Examination
(Prepared by the Board of Examiners o f the American Institute o f Certified Public Accountants 
and adopted by the examining boards o f all states, territories, and the District o f Columbia.)
EXAMINATION IN AUDITING
November 8, 1973; 8:30 A.M. to 12:00 M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes 
Minimum Maximum
No. 1 ......................................................................................................
No. 2 ......................................................................................................
No. 3 .......................................................................................................
No. 4 .......................................................................................................
No. 5 ......................................................................................................
No. 6 ......................................................................................................
No. 7 .......................................................................................................
Total for examination ....................................................................
25 30
25 30
25 30
25 30
25 30
25 30
25 30
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INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of the 
questions. If more than one page is required for an 
answer, write “continued” at the bottom of the page. 
Number pages consecutively. For instance, if 12 pages 
are used for your answers they should be numbered 1 
through 12.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. A CPA is continually confronted with the necessity of 
expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY IN ACCOUNTING 
WORK.
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Number 1 (Estimated time —  25 to 30 minutes)
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on your total 
correct answers.
Questions pertaining to professional ethics should be 
answered based on the Code o f  Professional Ethics of the 
AICPA which became effective March 1, 1973.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards 
specifies that the auditor
a. Inspect all fixed assets acquired during the 
year.
b. Base his fees upon cost.
c. Make a proper study and evaluation of the 
existing internal control.
d. May not solicit clients.
Answer Sheet
Items to be Answered
1. No matter how competent a CPA may be, his 
opinion on financial statements will be of little value to 
those who rely on him unless he
a. Issues an unqualified opinion.
b. Maintains a program of continuing education.
c. Serves his clients with professional concern for 
their best interests.
d. Maintains his independence.
2. Jackson, CPA, has a public accounting practice. 
He wishes to establish a separate partnership to offer data 
processing services to the public and other public 
accountants.
a. Jackson cannot be a partner in any separate 
partnership which offers data processing 
services.
b. Jackson may form a separate partnership, but it 
will be subject to the Code o f  Professional 
Ethics.
c. Jackson may form a separate partnership as long 
as all partners are CPAs.
d. Jackson may form a separate partnership, 
but he must give up his public accounting 
practice.
3. On February 23, 1973, a CPA completed his 
examination of the financial statements of Emory 
Corporation for the year ended December 31, 1972, and 
issued an unqualified opinion. In March, Emory’s controller 
prepared the federal income tax return and asked the CPA 
to perform sufficient work so that he could sign the 
preparer’s declaration. While the CPA was reviewing the 
return, he noted that a deduction had been claimed which 
had not been considered in determining the federal income 
tax liability shown in the financial statements. His research 
indicates that the deduction is justified. Under these 
circumstances the CPA
a. May sign the preparer’s declaration on the 
federal income tax return.
b. May sign the preparer’s declaration but should 
explain the circumstances in a note attached to 
the return.
c. Should not sign the preparer’s declaration 
because the tax liability conflicts with the 
audited financial statements.
d. Should never sign the preparer’s declaration, 
regardless of this situation, because he did not 
prepare the return.
4. Clark, CPA, wishes to express an opinion that 
the financial statements of Smith Co. are presented in 
conformity with generally accepted accounting principles; 
however, the financial statements contain a departure from 
APB No. 5.
a. Under any circumstances, Clark would be in 
violation of the Code o f Professional Ethics 
if he were to issue such an opinion.
b. Clark should disclaim an opinion.
c. Clark may issue the opinion he desires if he 
can demonstrate that due to unusual 
circumstances the financial statements of 
Smith Co. would otherwise have been 
misleading.
d. This specific situation is not covered by the 
rules established by the Code o f Professional 
Ethics.
5. Smith and Jones, CPAs, wish to incorporate 
their public accounting practice.
a. An appropriate name for the new 
corporation would be the Financial Specialist 
Corporation.
b. Smith and Jones need not be individually liable 
for the acts of the corporation if the 
corporation carries adequate professional 
liability insurance.
c. Smith’s ten-year-old son may own stock in the 
corporation.
d. The corporation may provide services that are 
incompatible with the practice of public 
accounting as long as a non-CPA employee 
performs the services.
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6. Regina, CPA, has agreed to audit the financial 
statements of a church which he does not attend. He has 
agreed to perform the audit without compensation if the 
church will acknowledge his work in its bulletin and 
mention the name of his firm. This is a violation of the 
Code o f  Professional Ethics because
a. It is a form of soliciting business.
b. Regina is not independent.
c. Regina is holding himself out in the bulletin as a 
church-accounting specialist.
d. Regina would not do satisfactory audit work in 
order to cut costs on a non-fee engagement.
7. The Code o f Professional Ethics considers 
Statements on Auditing Standards (formerly Statements on 
Auditing Procedure) issued by the Institute’s Auditing 
Standards Executive Committee (formerly the Committee 
on Auditing Procedure) to
a. Supersede generally accepted auditing standards.
b. Be separate and independent of generally accepted 
auditing standards.
c. Not be part of the Code since specific rules 
pertaining to technical standards are established 
by the Code itself.
d. Be interpretations of generally accepted auditing 
standards.
8. Wald, CPA, is preparing unaudited financial 
statements for Zakin Company. During the engagement, 
Wald becomes aware of the fact that the statements are 
misleading. Wald should
a. Disclaim an opinion.
b. Insist that the statements be corrected.
c. Issue an adverse opinion.
d. Insist that the statements be audited.
9. A professor at a local university prepares a 
monthly newsletter on local economic conditions. The 
professor wishes to increase the circulation of the 
newsletter and has contacted various local CPA firms as to 
supplying clients with the newsletter as a gesture of 
goodwill. Rowe and Co., CPAs, has agreed to distribute the 
newsletter to its clients but wishes to have the firm’s name 
imprinted on the cover of the newsletter.
a. No material prepared by someone other than a 
firm employee or someone engaged by the firm 
to write for it can be distributed to clients.
b. Rowe and Co. can distribute the newsletter with 
the firm name as long as the distribution is 
restricted to clients and individuals with whom 
professional contacts are maintained.
c. Rowe and Co. can distribute the newsletter to its 
clients but cannot imprint the firm’s name on 
the cover.
d. Rowe and Co. can distribute the newsletter with 
the firm name as long as the distribution is not 
restricted to clients.
10. Sawica & Co., CPAs, has a computer which it 
uses only five hours per day. It wishes to rent computer 
time to others but will not provide any services to the user.
a. Sawica & Co. can only offer time to its clients.
b. Sawica & Co. can advertise the rental of the 
computer time as long as it does not disclose its 
name or the fact that it is a CPA firm.
c. Sawica & Co. cannot offer the time to 
anyone.
d. Sawica & Co. can only offer the time to other 
CPA firms.
11. Poust, CPA, has sold his public-accounting 
practice to Lyons, CPA.
a. Poust must obtain permission from his clients 
before making available working papers and 
other documents to Lyons.
b. Poust must obtain permission from his clients for 
only audit-related working papers and other 
documents before making them available to 
Lyons.
c. Poust must return the working papers and other 
documents to his clients, and Lyons must solicit 
the clients for his use of the materials.
d. Poust must obtain permission from his clients for 
only tax-related working papers and other 
documents before making them available to 
Lyons.
12. Zakin, CPA, has made arrangements with a bank, 
which is his client, to allow him to prepare, in the bank 
lobby, tax returns for the bank’s customers for a fee. The 
bank has mailed its customers a notice of the fact that 
Zakin will provide this service and an estimate of the fee for 
various returns.
a. Zakin is in violation of the Code o f Professional 
Ethics if he approved the mailing.
b. Zakin would not be in violation of the Code o f  
Professional Ethics if the bank were not his 
client.
c. Zakin would not have been in violation of the 
Code o f  Professional Ethics if the bank had not 
mentioned the fee in the mailing.
d. Zakin would not have been in violation of the 
Code o f  Professional Ethics as long as the mailing 
did not give his business address nor mention 
that he was a tax expert.
13. Gutowski, a practicing CPA, has written an 
article which is being published in a professional 
publication. The publication wishes to inform its readers 
about Gutowski’s background. The information regarding 
Gutowski should not
a. List the degrees held by Gutowski.
b. State with which firm Gutowski is associated.
c. State that Gutowski is a tax expert.
d. List other publications by Gutowski.
179
Examination Questions —  November 1973
14. Adams is the executive partner of Adams & Co., 
CPAs. One of its smaller clients is a large nonprofit 
charitable organization. The organization has asked Adams 
to be on its board of directors which consists of a large 
number of the community’s leaders. Membership on the 
board is honorary in nature. Adams & Co. would be 
considered to be independent
a. Under no circumstances.
b. As long as Adams’ directorship was disclosed in 
the organization’s financial statements.
c. As long as Adams was not directly in charge of 
the audit.
d. As long as Adams does not perform or give 
advice on management functions of the 
organization.
15. Godette, a non-CPA, has a law practice. Godette 
has recommended one of his clients to Doyle, CPA. Doyle 
has agreed to pay Godette 10% of the fee for services 
rendered by Doyle to Godette’s client. Who, if anyone, is in 
violation of the Code o f  Professional Ethics?
a. Both Godette and Doyle.
b. Neither Godette nor Doyle.
c. Only Godette.
d. Only Doyle.
16. The general group of the generally accepted 
auditing standards includes a requirement that
a. The field work be adequately planned and 
supervised.
b. The auditor’s report state whether or not the 
financial statements conform to generally 
accepted accounting principles.
c. Due professional care be exercised by the 
auditor.
d. Informative disclosures in the financial 
statements be reasonably adequate.
Number 2 (Estimated Time —  25 to 30 minutes)
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on your total 
correct answers.
Items to be Answered
17. The machine-language program that results when 
a symbolic-language program is translated is called a (an)
a. Object program.
b. Processor program.
c. Source program.
d. Wired program.
18. The real-time feature normally would be least 
useful when applied to accounting for a firm’s
a. Bank-account balances.
b. Property and depreciation.
c. Customer accounts receivable.
d. Merchandise inventory.
19. A technique for controlling identification 
numbers (part number, man number, etc.) is
a. Self-checking digits.
b. Sequence checks.
c. Parity control.
d. File protection.
20. On magnetic disks, more than one file may be 
stored on a single disk. Likewise, in multiprogramming 
computer operations, several programs may be in core 
storage at one time. In both cases, it is important to prevent 
the intermixing or overlapping of data. This is accomplished 
by a technique known as
a. Boundary protection.
b. File integrity.
c. Paging.
d. Interleaving.
21. Echo checks and dual heads are both control 
devices for checking the transmission of recorded 
information. The major advantage of dual heads over echo 
checks is that
a. The cost is less.
b. They require less time.
c. They check the recorded information.
d. They also check overflow.
22. If a trailer label is used on a magnetic-tape file, it 
is the last record and summarizes the file. Which of the 
following is information not typically found on a trailer 
label?
a. Record count.
b. Identification number.
c. Control totals for one or more fields.
d. End-of-file or end-of-reel code.
23. A group of related records in a data-processing 
system is a
a. Character.
b. Field.
c. Cluster.
d. File.
24. Approximately 95% of returned positive 
account-receivable confirmations indicated that the 
customer owed a smaller balance than the amount 
confirmed. This might be explained by the fact that
a. The cash-receipts journal was held open after 
year end.
b. There is a large number of unrecorded liabilities.
c. The sales journal was closed prior to year end.
d. The sales journal was held open after year end.
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25. Vos, Inc., which has a December 31 year end, 
closed an out-of-town division on April 21, 1972. The 
checking account used by the division at a local bank was 
closed out as of April 21, 1972. The bank, however, has 
continued to mail bank statements, with zero balances, as 
of the fifth of each month. Vos has requested the bank to 
mail the January 5, 1973, bank statement directly to its 
independent auditor. For this closed checking account 
during his examination for 1972, the auditor should 
ordinarily
a. Review only the January 5, 1973, bank 
statement.
b. Review only the bank statements for 1972.
c. Review only the bank statements for 1972 and 
the January 5, 1973, statement.
d. Send a bank confirmation as of December 31, 
1972, in addition to reviewing the bank 
statements for 1972 and the January 5, 1973, 
statement.
26. The audit step most likely to reveal the existence 
of contingent liabilities is
a. A review of vouchers paid during the month 
following the year end.
b. Account-payable confirmations.
c. An inquiry directed to legal counsel.
d. Mortgage-note confirmation.
27. One of the major audit procedures for 
determining whether the allowance for doubtful receivables 
is adequate is
a. The preparation of a list of aged accounts 
receivable.
b. Confirming any account receivable written off 
during the year.
c. Vouching the collection on any account 
receivable written off in prior periods.
d. Confirming any account receivable with a credit 
balance.
28. One of the better ways for an auditor to detect 
kiting is to
a. Request a cut-off bank statement.
b. Send a bank confirmation.
c. Prepare a bank-transfer working paper.
d. Prepare a bank reconciliation at year end.
29. A company uses the account code 669 for 
maintenance expense. However, one of the company’s 
clerks often codes maintenance expense as 996. The highest 
account code in the system is 750. What would be the best 
internal control check to build into the company’s 
computer program to detect this error?
a. A check for this type of error would have to be 
made before the information was transmitted to 
the EDP department.
b. Valid-character test.
c. Sequence check.
d. Valid-code test.
30. An auditor should examine minutes of board of 
directors’ meetings
a. Through the date of his report.
b. Through the date of the financial statements.
c. On a test basis.
d. Only at the beginning of the audit.
31. The return of a positive account-receivable 
confirmation without an exception attests to the
a. Collectibility of the receivable balance.
b. Accuracy of the receivable balance.
c. Accuracy of the aging of accounts receivable.
d. Accuracy of the allowance for bad debts.
32. During his examination of a January 19, 1973, 
cut-off bank statement, an auditor noticed that the 
majority of checks listed as outstanding at December 31, 
1972, had not cleared the bank. This would indicate
a. A high probability of lapping.
b. A high probability of kiting.
c. That the cash-disbursements journal had been 
held open past December 31, 1972.
d. That the cash-disbursements journal had been 
closed prior to December 31, 1972.
33. A principal purpose of a letter of representation 
from management is to
a. Serve as an introduction to company 
personnel and an authorization to examine 
the records.
b. Discharge the auditor from legal liability for his 
examination.
c. Confirm in writing management’s approval of 
limitations on the scope of the audit.
d. R em in d  m anagem en t of its primary 
responsibility for financial statements.
Number 3 (Estimated time —  25 to 30 minutes) 
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on your total 
correct answers.
Items to be Answered
34. As the specified reliability is increased in a 
discovery sampling plan for any given population and 
maximum occurrence rate, the required sample size
a. Increases.
b. Decreases.
c. Remains the same.
d. Cannot be determined.
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35. A CPA who believes the occurrence rate 
of a certain characteristic in a population being 
examined is 3% and who has established a 
maximum acceptable occurrence rate at 5% should 
use a (an)
a. Attribute sampling plan.
b. Discovery sampling plan.
c. Stratified sampling plan.
d. Variable sampling plan.
36. For good internal control, the monthly bank 
statements should be reconciled by someone under the 
direction of the
a. Credit manager.
b. Controller.
c. Cashier.
d. Treasurer.
37. For good internal control, the person who 
should sign checks is the
a. Person preparing the checks.
b. Purchasing agent.
c. Accounts-payable clerk.
d. Treasurer.
38. For good internal control, the credit manager 
should be responsible to the
a. Sales manager.
b. Customer-service manager.
c. Controller.
d. Treasurer.
39. For good internal control, the billing department 
should be under the direction of the
a. Controller.
b. Credit manager.
c. Sales manager.
d. Treasurer.
40. The authorization for write-off of accounts 
receivable should be the responsibility of the
a. Credit manager.
b. Controller.
c. Accounts-receivable clerk.
d. Treasurer.
41. Trotman, Inc., a manufacturing company, has 
engaged a CPA to examine its financial statements for the 
year ended June 30, 1973. The CPA observed the 
physical-inventory count at June 30, 1973, but there was 
no physical inventory taken at June 30, 1972. The CPA has
not been able to satisfy himself as to the value of the 
inventory at June 30, 1972. Assuming that there are no 
other exceptions in the financial statements, the CPA 
should
a. Issue an unqualified opinion of the financial 
statements taken as a whole but clearly 
indicate in the scope paragraph of his 
auditor’s report the limitations on his work.
b. Issue an unqualified opinion on the financial 
statements taken as a whole; no mention of 
the scope limitation is necessary.
c. Disclaim an opinion on the statements of 
income and retained earnings but issue an 
unqualified opinion on the balance sheet and 
the statement of changes in financial 
position.
d. Disclaim an opinion on the statements of 
income, retained earnings, and changes in 
financial position but issue an unqualified 
opinion on the balance sheet.
42. A CPA has been engaged to prepare 
unaudited financial statements for his client. Which of 
the following statements best describes this 
engagement?
a. The CPA must perform the basic accepted 
auditing standards necessary to determine 
that the statements are in conformity with 
generally accepted accounting principles.
b. The CPA is performing an accounting service 
rather than an examination of the financial 
statements.
c. The financial statements are representations 
of both management and the CPA.
d. The CPA may prepare the statements from 
the books, but may not assist in adjusting 
and closing the books.
43. The CPA’s reporting responsibilities are not 
met by attaching an explanation of the circumstances 
and a disclaimer of opinion to financial statements if 
the CPA
a. Has neither confirmed receivables nor 
observed the taking of the physical 
inventory.
b. Believes that the financial statements are false or 
misleading.
c. Is uncertain about the outcome of a material 
contingency.
d. Has not performed sufficient auditing procedures 
to express an opinion.
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 44. Lambert & Co., CPAs, are the auditors of Leslie 
Corporation which has a subsidiary audited by Tomlinson 
& Co., CPAs. Tomlinson issued a qualified opinion on the 
financial statements of the subsidiary because of an 
uncertainty on the recovery of deferred-research-and- 
development costs. Lambert can issue an unqualified 
opinion on the consolidated financial statements of Leslie 
and subsidiaries only if
a. T h e  a m o u n t  o f  th e  s u b s id ia r y ’s 
deferred-research-and-development costs is not 
m aterial in relation to the consolidated 
statements.
b. Lambert is able to satisfy itself as to the 
independence and professional reputation of 
Tomlinson.
c. Lambert is able to satisfy itself as to the 
independence and professional reputation of 
Tomlinson and also takes appropriate steps to 
satisfy itself as to the quality of Tomlinson’s 
examination.
d. Lambert makes reference in its report to the 
examination of the subsidiary by Tomlinson.
45. Grauer, Inc., carries its investment in Salvemini 
Corporation at equity. Grauer’s investment in Salvemini 
accounts for 45% of the total assets of Grauer. Grauer and 
Salvemini are not audited by the same CPA. In order for 
Grauer’s auditor to issue an unqualified opinion in regard to 
the value of Grauer’s investment in Salvemini and the 
income derived therefrom, Grauer’s auditor
a. Needs to obtain only Salvemini’s unaudited 
financial statements.
b. Needs to obtain only Salvemini’s audited 
financial statements.
c. Must obtain Salvemini’s audited financial 
statements and make inquiries concerning the 
professional reputation and independence of 
Salvemini’s auditor.
d. Must review the working papers of Salvemini’s 
auditor.
Items 46 through 50 are based on the following 
information:
The auditor’s report must contain an expression of 
opinion or a statement to the effect that an opinion cannot
be expressed. Four types of opinions or statements which 
meet these requirements are generally known as
a. An unqualified opinion.
b. A qualified opinion.
c. A disclaimer of opinion.
d. An adverse opinion.
For each of the situations presented in items 46 
through 50, indicate the type of opinion or statement 
which should be rendered by reference to the appropriate 
letter from the above list.
46. Subsequent to the close of Holly Corporation’s 
fiscal year a major debtor was declared a bankrupt due to a 
rapid series of events. The receivable is significantly 
material in relation to the financial statements and recovery 
is doubtful. The debtor had confirmed the full amount due 
to Holly Corporation at the balance-sheet date. Since the 
account was good at the balance-sheet date, Holly 
Corporation refuses to disclose any information in relation 
to this subsequent event. The CPA believes that all accounts 
were stated fairly at the balance-sheet date.
47. Kapok Corporation is a substantial user of 
electronic data processing equipment and has used an 
outside service bureau to process data in years past. During 
the current year Kapok adopted the policy of leasing all 
hardware and expects to continue this arrangement in the 
future. This change in policy is adequately disclosed in 
footnotes to Kapok’s financial statements, but uncertainty 
prohibits either Kapok or the CPA from assessing the 
impact of this change upon future operations.
48. The financial statements of Reid Corporation for 
the year ended December 31, 1972, were accompanied by 
an unqualified opinion. Reid wishes unaudited financial 
statements prepared for the three months ended March 31,
1973.
49. The president of Lowe, Inc., would not allow the 
auditor to confirm the receivable balance from one of its 
major customers. The amount of the receivable is material 
in relation to the financial statements of Lowe, Inc. The 
auditor was unable to satisfy himself as to the receivable 
balance by alternative procedures.
50. Sempier Corporation issued financial statements 
that purported to present financial position and results of 
operations but omitted the related statement of changes in 
financial position (the omission is not sanctioned by APB 
Opinion No. 19).
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Number 4 (Estimated time —  25 to 30 minutes)
You have been engaged to examine the financial 
statements of the Elliott Company for the year ended 
December 31, 1973. You performed a similar examination 
as of December 31, 1972.
Following is the trial balance for the company as of 
December 31, 1973:
Dr. (Cr.)
Cash $ 128,000
Interest receivable 47,450
Dividends receivable 1,750
6½% secured note receivable 730,000
Investments at cost:
Bowen common stock 322,000
Investments at equity:
Woods common stock 284,000
Land 185,000
Accounts payable (31,000)
Interest payable (6,500)
8% secured note payable to bank (275,000)
Common stock (480,000)
Paid-in capital in excess of par (800,000)
Retained earnings (100,500)
Dividend revenue (3,750)
Interest revenue (47,450)
Equity in earnings of investments carried at
equity (40,000)
Interest expense 26,000
General and administrative expense 60,000
You have obtained the following data concerning 
certain accounts:
•  The 614% note receivable is due from Tysinger 
Corporation and is secured by a first mortgage on land sold 
to Tysinger by Elliott on December 21, 1972. The note was 
to have been paid in 20 equal quarterly payments beginning 
March 31, 1973, plus interest. Tysinger, however, is in very 
poor financial condition and has not made any principal or 
interest payments to date.
•  The Bowen common stock was purchased on 
September 21, 1972, for cash in the market where it is 
actively traded. It is used as security for the note payable 
and held by the bank. Elliott’s investment in Bowen 
represents approximately 1% of the total outstanding shares 
of Bowen.
•  Elliott’s investment in Woods represents 40% of 
the outstanding common stock which is actively traded. 
Woods is audited by another CPA and has a December 31 
year end.
• Elliott neither purchased nor sold any stock 
investments during the year other than that noted above. 
Required:
For the following account balances, discuss ( 1) the 
types of evidential matter you should obtain and (2) the 
audit procedures you should perform during your 
examination.
a. 614% secured note receivable.
b. Bowen common stock.
c. Woods common stock.
d. Dividend revenue.
Number 5 (Estimated time —  25 to 30 minutes)
You desire to evaluate the reasonableness of the book 
value of the inventory of your client, Draper, Inc. You 
satisfied yourself earlier as to inventory quantities. During 
the examination of the pricing and extension of the 
inventory, the following data were gathered using 
appropriate unrestricted random sampling with replacement 
procedures.
•  Total items in the inventory (N) 12,700
•  Total items in the sample (n) 400
•  Total audited value of items in the
sample $38,400
312,816
4 0 0
Σ (Xj-  x)2 
j = 1
•  Form ula
f o r  e s t i m a t e d  SXj = 
population standard 
deviation
•  Formula for estimated 
standard error of the mean
j = n
Σ (xj -  x)2 
j = 1
n -  1
  SXj
SE = — -------
 n
•  Confidence level coefficient of the 
standard error of the mean at a 95% confidence 
(reliability) level ±1.96
Required:
a. Based on the sample results, what is the estimate 
of the total value of the inventory? Show computations in 
good form where appropriate.
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b. What statistical conclusion can be reached 
regarding the estimated total inventory value calculated in
a. above at the confidence level of 95%? Present 
computations in good form where appropriate.
c. Independent of your answers to a. and b., 
assume that the book value of Draper’s inventory is 
$1,700,000, and based on the sample results the estimated 
total value of the inventory is $1,690,000. The auditor 
desires a confidence (reliability) level of 95%. Discuss the 
audit and statistical considerations the auditor must 
evaluate before deciding whether the sampling results 
support acceptance of the book value as a fair presentation 
of Draper’s inventory.
Number 6 (Estimated time —  25 to 30 minutes)
You have been engaged by the management of Alden, 
Inc., to review its internal control over the purchase, 
receipt, storage, and issue of raw materials. You have 
prepared the following comments which describe Alden’s 
procedures.
•  Raw materials, which consist mainly of high-cost 
electronic components, are kept in a locked storeroom. 
Storeroom personnel include a supervisor and four clerks. 
All are well trained, competent, and adequately bonded. 
Raw materials are removed from the storeroom only upon 
written or oral authorization of one of the production 
foremen.
•  There are no perpetual-inventory records; 
hence, the storeroom clerks do not keep records of 
goods received or issued. To compensate for the lack 
of perpetual records, a physical-inventory count is 
taken monthly by the storeroom clerks who are well 
supervised. Appropriate procedures are followed in 
making the inventory count.
•  After the physical count, the storeroom 
supervisor matches quantities counted against a 
predetermined reorder level. If the count for a given part is 
below the reorder level, the supervisor enters the part 
number on a materials-requisition list and sends this list to 
the accounts-payable clerk. The accounts-payable clerk 
prepares a purchase order for a predetermined reorder 
quantity for each part and mails the purchase order to the 
vendor from whom the part was last purchased.
•  When ordered materials arrive at Alden, they are 
received by the storeroom clerks. The clerks count the 
merchandise and agree the counts to the shipper’s bill of 
lading. All vendors’ bills of lading are initialed, dated, and 
filed in the storeroom to serve as receiving reports.
Required:
Describe the weaknesses in internal control and 
recommend improvements of Alden’s procedures for the
purchase, receipt, storage, and issue of raw materials. 
Organize your answer sheet as follows:
Weaknesses
Recommended
Improvements
Number 7 (Estimated time —  25 to 30 minutes)
You are the auditor of Star Manufacturing Company. 
You have obtained the following data:
•  A trial balance taken from the books of Star one 
month prior to year end follows:
Dr. (Cr.)
Cash in bank $ 87,000
Trade accounts receivable 345,000
Notes receivable 125,000
Inventories 317,000
Land 66,000
Buildings, net 350,000
Furniture, fixtures, and
equipment, net 325,000
Trade accounts payable (235,000)
Mortgages payable (400,000)
Capital stock (300,000)
Retained earnings (510,000)
Sales (3,130,000)
Cost of sales 2,300,000
General and administrative
expenses 622,000
Legal and professional fees 3,000
Interest expense 35,000
• There are no inventories consigned either in or
out.
•  All notes receivable are due from outsiders and 
held by Star.
Required:
Which accounts should be confirmed with outside 
sources? Briefly describe from whom they should be 
confirmed and the information which should be confirmed. 
Organize your answer in the following format.
Account
Name
From Whom 
Confirmed
Information to 
be Confirmed
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INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of the 
questions. If more than one page is required for an 
answer, write “continued” at the bottom of the page. 
Number pages consecutively. For instance, if 12 pages 
are used for your answers they should be numbered 
from 1 through 12.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. A CPA is continually confronted with the necessity of 
expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY IN ACCOUNTING 
WORK.
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Number 1 (Estimated time —  25 to 30 minutes)
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on your total 
correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The text of a letter from Bridge Builders, Inc., to 
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4 
steel pipes at today’s quoted price for delivery 
two months from today. Your acceptance must 
be received in five days.
Bridge Builders intended to create a (an)
a. Express contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
99. a. ::::::::: b. :::::::::: c.   d. :::::::::
Items to be Answered
1. Walsh owns and operates a gas station and 
restaurant on a highway nearby a beautiful undeveloped 
lake region. Clark, interested in developing the area, 
purchased several acres of lake-front property and 
contracted with Mahoney, a building contractor, to 
construct an elaborate hotel and ten beautiful cottages. 
After learning these facts from Clark, Walsh expanded his 
restaurant and gas station in contemplation of a substantial 
increase in business. Subsequently, Clark changed his plans 
and breached his contract with Mahoney. Clark promptly 
notified Mahoney not to commence construction, and 
Mahoney complied with Clark’s instructions.
Walsh is now suing Clark for breach of contract. Walsh 
claims that he is a third party beneficiary under the 
contract between Clark and Mahoney and entitled to 
damages for the cost of expanding his business and the 
profits he would have earned had the contract been 
performed. In his suit against Clark, Walsh will
a. Win in that he is a third party creditor 
beneficiary.
b. Lose in that he is a third party incidental 
beneficiary.
c. Win in that he is a donee beneficiary.
d. Win in that Clark and Mahoney have acted 
fraudulently.
2. The parol evidence rule does not apply to
a. Prior oral agreements which would normally 
have been included in the written contract.
b. Oral agreements relating to and made 
contemporaneously with the written contract.
c. Written agreements intended by the parties as 
the final expression of their agreement of the 
terms included in the written contract.
d. Written agreements which were obtained by 
fraud.
Items 3 and 4 are based on the following information:
Jackson paid Brady $100 for a 90-day option to 
purchase Brady’s 160-acre farm for $32,000. The option 
agreement was in writing and signed by both parties. The 
agreement referred only to the option, its period, a legal 
description of the farm, and the purchase price. Thirty days 
later, Jackson wrote Brady.
3. “I hereby exercise my option to purchase your 
farm for $32,000 subject to your replacing the well pump 
and related plumbing fixtures.”
Jackson’s letter
a. Rejects Brady’s offer and terminates the option 
agreement.
b. Accepts Brady’s offer leaving customary details 
to be worked out during formalization of the 
contract.
c. Accepts Brady’s offer leaving a matter to be 
negotiated during formalization of the contract.
d. Has no effect on the option agreement.
4. “I hereby exercise my option to purchase your 
farm for $32,000 subject to closing details to be worked 
out by you and my attorney.”
Jackson’s letter
a. Rejects Brady’s offer and terminates the option 
agreement.
b. Accepts Brady’s offer leaving customary details 
to be worked out during formalization of the 
contract.
c. Accepts Brady’s offer leaving a matter to be 
negotiated during formalization of the contract.
d. Has no effect on the option agreement.
5. Anderson, CPA, performed services for several 
years for Winfield doing business as Winfield’s New 
Ventures. Since Winfield’s business appeared to have
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excellent potential, Anderson did not press for collection of 
his fees. The balance owing by Winfield has grown 
substantially, and $1,000 of the balance cannot be enforced 
because it is barred by the statute of limitations. Winfield 
recently sent a check for $1,000 marked “on account.” 
Anderson applied the check to the balance barred by the 
statute. Anderson’s application of the payment
a. Should have been applied to the oldest balance 
not barred by the statute of limitations.
b. Is proper.
c. Can be reversed by Winfield as he has the option 
of determining how his payments are to be 
allocated.
d. Is subject to review by the courts because the 
statute of limitations is involved.
6. Marcus purchased a Zomar 21-inch color 
television set from Hart Appliance, Inc. Marcus made a 
down payment of $100 and signed a negotiable promissory 
note and a security agreement. Hart Appliance did not file a 
financing statement covering the sale to Marcus.
a. Hart’s failure to file the financing statement 
will allow subsequent creditors of Marcus to 
defeat Hart’s security interest in the 
television set.
b. The sale of the television set by Marcus to 
a neighbor without disclosure of Hart’s 
security interest in the set will result in the 
security interest being valid against the 
neighbor.
c. In order to perfect its security interest against 
any parties who subsequently assert rights 
against the television set, Hart must file the 
financing statement.
d. The transaction would be treated as the sale of a 
consumer good, subject to a purchase-money 
security interest in Hart.
7. Forward Motor, Inc., is a franchised automobile 
dealer for National Motors. National provides the financing 
of the purchase of its automobiles by Forward. It sells 
Forward 25 to 50 automobiles at a time and takes back 
promissory notes, a security agreement, and a financing 
statement on each sale. The financing statement covering 
this revolving inventory has been duly filed.
a. Each automobile sold to Forward must be 
described and the serial number listed on the 
financing statement.
b. Sales by Forward to bona fide purchasers for 
value in the ordinary course of business will be 
subject to the rights of National.
c. No filing is required against the creditors of 
Forward since the automobiles are “consumer 
goods” in its hands.
d. As against the creditors of Forward, National has 
a valid “floating lien” against the automobiles 
and the proceeds from their sale.
8. Waldo Washing Machine Co. sold a Zippo Super 
Suds washing machine to Franklin. Waldo took a 
promissory note, a security agreement, and a financing 
statement. Waldo filed only the financing statement. The 
financing statement is invalid if
a. Not filed within five days from the time of 
execution.
b. Not signed by two witnesses and appropriately 
notarized.
c. Not signed by the debtor.
d. The property involved is a “consumer good.”
9. Baker Loan Company made secured loans to 
Smith, Jack, and Roe. Smith gave Baker a security 
interest in his household furniture. Jack delivered 
Baker his rare-coin collection as a pledge. Roe’s loan 
is evidenced by his promissory note, payable over 
three years in monthly payments and secured by a 
security interest in the inventory of Roe’s Clothing 
Store, a sole proprietorship owned by Roe. Proper 
security agreements were made and financing 
statements were duly executed and filed with respect 
to all of these transactions on the dates of the 
transactions.
a. A filing of a financing statement was not 
required to perfect the security interest in 
Smith’s household furniture.
b. Baker’s security interest in Jack’s coin 
collection was perfected before a financing 
statement was filed.
c. On filing a financing statement covering 
Roe’s inventory, Baker’s security interest 
therein was perfected for a maximum period 
of one year.
d. The financing statement for Roe’s inventory 
must include an itemization and valuation of 
the inventory if the financing statement is to 
be valid.
10. Nebor Industries, Inc., manufactures toys 
which it sells throughout the United States and Europe. 
Europe accounts for 25% of sales. Among its 5,000 
employees in 1972 were 490 young males aged 14 
and 15 who are paid at the rate of $2.50 per hour. 
Under the general rules of the Fair Labor Standards 
Act, Nebor
a. Was exempt from regulation because less 
than 10% of its employees were children.
b. Did not violate the law since it was paying 
more than the minimum wage.
c. Violated the law by employing children 
under 16 years of age.
d. Is exempt from regulation because more than 
20% of its sales are in direct competition with 
foreign goods.
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Items 11 to 18. Each of the following items begins by 
a statement of facts or an opening statement followed by 
two independent statements numbered I and II. You are to 
evaluate each statement and determine whether it is true. 
Your answer for each item should be selected from the 
following responses:
a. I only is true.
b. II only is true.
c. Both I and II are true.
d. Neither I nor II is true.
Items 11, 12, and 13 are based on the following 
information:
On September 4, 1973, Farr offered to sell his farm to 
Jackson for $10,000. The offer was received by Jackson on 
September 7, 1973. Jackson wrote back on September 10, 
1973, asking whether or not this was a “firm price.” Farr 
replied, “I will not accept a penny less.”
11. Jackson accepted Farr’s offer by letter mailed 
September 17, 1973. The letter was received by Farr on 
September 21, 1973. Farr refuses to perform.
I. The Statute of Frauds is applicable to the above 
transaction.
II. If a contract were formed, specific performance 
would be an appropriate remedy under the circumstances.
12. Jackson wired Farr his acceptance of the original 
offer on September 17, 1973. The telegram was received by 
Farr on September 18, 1973. Farr refuses to perform.
I. Since Farr used the mails as his means of 
communication, the purported acceptance by telegram is 
invalid.
II. Had Farr mailed a revocation to Jackson prior to 
his receipt of Jackson’s telegram purporting to accept the 
offer, no contract would have resulted, even though Farr 
received Jackson’s telegram ten minutes after mailing his 
revocation.
13 . Jackson lost interest in the purchase of the farm 
as a result of Farr’s refusal to budge from the offering price. 
Therefore, on September 20, 1973, Jackson assigned the 
offer to Martin Stark who had expressed an interest in the 
farm Stark promptly mailed his acceptance at the asking 
price of $10,000 to Farr. Farr refuses to perform.
I. Jackson has validly assigned his rights to Stark.
II. A contract was formed upon Stark’s posting his 
acceptance.
14. Monitor, Inc., is engaged in the business of 
selling farm machinery. It deals in new and used farm 
machinery. Its inventory has all been purchased on credit.
I. The Secured Transactions section of the Uniform 
Commercial Code applies to the used farm machinery.
II. Monitor’s new and used farm machinery would 
be defined as “equipment” under the Uniform Commercial 
Code.
15. Filgo obtained a $20,000 loan from the Union 
National Bank. In order to obtain the loan he was required 
to assign $40,000 of negotiable bonds of the M. G. 
Corporation as collateral. Union National obtained a 
negotiable promissory note and a security agreement from 
Filgo. It did not file a financing statement in connection 
with the transaction.
I. Union National has a perfected security interest 
in the bonds it holds as collateral.
II. If Filgo defaults, Union National Bank 
automatically becomes the owner of the bonds, irrespective 
of the rights of Filgo.
16. Charles purchased a $500 power saw for use in 
his home from Herman’s Hardware for a down payment of 
$100 and the balance in specified monthly installments. 
This purchase was covered by a conditional sales contract 
(security agreement) which gave Herman a valid security 
interest in the saw to secure payment of the full purchase 
price. The contract further prohibited Charles from 
disposing of the saw as long as any part of the purchase 
price remained unpaid. No financing statement was filed for 
this transaction. Peter subsequently offered to purchase the 
saw from Charles.
I. Herman has a perfected security interest in the 
saw which is good against Peter if he purchases the saw 
without knowledge of Herman’s interest therein.
II. If Charles had purchased the saw for use in his 
cabinet-making business, Herman would be required to file 
a financing statement to perfect his security interest.
17. During the 1972 examination of the financial 
statements of Drew Furniture Manufacturing Corp., the 
accountants noted that although Drew had 800 
employees it had completely overlooked its 
responsibilities under the Federal Insurance 
Contributions Act (FICA).
I. Since employers and employees owe FICA taxes 
at the same rate and since the employer must withhold the 
employees’ tax from their wages as paid, Drew must remit 
to the government a tax double the amount assessed 
directly against the employer.
II. FICA taxes finance benefits for old-age, 
survivor’s, and disability benefits.
189
Examination Questions —  November 1973
18. The advertising agency of Powers & Paterno 
employs 25 people full time. With regard to federal 
unemployment insurance,
I. If Powers & Paterno must pay a federal 
unemployment tax, it is entitled to an offset against that 
tax for contributions and credits under state 
unemployment compensation laws.
II. In terms of industry and number of employees, 
Powers & Paterno is within the class of employers covered 
by the federal unemployment tax.
Number 2 (Estimated time —  25 to 30 minutes)
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet. 
Mark only one answer for each item. Answer all items. 
Your grade will be based on your total correct answers.
Items to be Answered
19. Smith, a promoter, entered into a contract with 
Ace Equipment, Inc., for the purchase of equipment for 
$23,500. Smith contracted for the equipment on behalf of 
a yet-to-be-formed corporation, Eastern Machinery Co. No 
mention of Smith’s intent or the planned incorporation 
appeared in the contract. The incorporation has been 
completed. Smith is
a. Not liable for the $23,500 because of his role as 
agent for the corporation.
b. Jointly liable with the corporation for the 
$23,500.
c. Primarily liable for the $23,500.
d. Relieved of liability on the contract when it is 
ratified by Eastern.
20. Seymore was recently invited to become a 
director of Buckley Industries, Inc. If Seymore accepts and 
becomes a director, he along with the other directors will 
not be personally liable for
a. Lack of reasonable care.
b. Honest errors of judgment.
c. Declaration of a dividend which the directors 
know will impair legal capital.
d. Diversion of corporate opportunities to 
themselves.
21. The separate corporate entity will be disregarded 
if
a. One man owns all the shares of stock.
b. It was used to effect a fraud.
c. There is a parent-subsidiary relationship between 
two corporations.
d. It is used for the purpose of obtaining limited 
liability.
22. Of the following securities transactions, which is 
exempt from federal securities regulation?
a. An offering of $ 100,000 of corporate bonds.
b. The sale of $1,000,000 of limited partnership 
interests.
c. A secondary offering of stock which had been 
previously registered.
d. The sale of $500,000 of common stock to a 
single sophisticated purchaser for investment 
purposes.
23. The Securities Act of 1933 applies to the
a. Sale in interstate commerce of insurance and 
regular annuity contracts.
b. Sale by a dealer of securities issued by a bank.
c. Sale through a broker of a controlling person’s 
investment in a public corporation.
d. Sale in interstate commerce of bonds issued by a 
charitable foundation.
24. Harvey Enterprises, Inc., sells furniture to the 
trade in interstate commerce. It can avoid violation of the 
Robinson-Patman Act if
a. Its volume of sales is less than $500,000 per year.
b. It pays rebates to selected large-volume customers.
c. It provides free advertising to its customers based 
on their relative volume of purchases.
d. It pays brokerage commissions to favored 
customers.
25. Wilcox Corporation manufactures a patented and 
trademarked, high-quality product. Local discount stores 
are using it as a loss leader. Wilcox has implemented a resale 
price-maintenance program to protect its product. Wilcox 
will discover that
a. Not all states permit resale price maintenance.
b. Since Wilcox’s product is patented, it may set 
the price at which retailers will sell its product.
c. If Wilcox has a monopoly in the product sold, it 
may nevertheless set the minimum price at which 
retailers can sell.
d. Since Wilcox is a manufacturer and the prices it 
wishes to maintain are at the retail level, it is 
exempt from antitrust law.
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Items 26 to 36. Each of the following items begins by 
a statement of facts or an opening statement followed by 
two independent statements numbered I and II. You are to 
evaluate each statement and determine whether it is true. 
Your answer for each item should be selected from the 
following responses:
a. I only is true.
b. II only is true.
c. Both I and II are true.
d. Neither I nor II is true.
26. At a special directors’ meeting of the Lazar 
Corporation, a contract was voted on favorably by three of 
the five board members. The contract was between Lazar 
and George Bernard, a director. Bernard voted in favor of 
acceptance of the contract by Lazar. These facts were 
known by all of the directors.
I. Bernard has committed a fraud.
II. The contract is voidable at the option of the 
corporation.
27. Acme Industries, Inc., was incorporated in 
Nevada in 1970. It has been doing substantial business in 
California including establishing a sales office, purchasing a 
warehouse for the storage of merchandise, and establishing 
a maintenance office. Acme has not made any arrangements 
to do business in California.
I. Acme is a foreign corporation in California.
II. Acme must qualify to do business in California.
28. The Bullock Corporation needs to elect seven 
new members to its board of directors. One thousand shares 
are qualified to vote under the cumulative voting system. 
The stockholders are divided into a majority faction 
holding 850 shares and a minority faction holding 150 
shares. In voting for nominees, each faction seeks to elect as 
many directors as possible.
I. Some jurisdictions provide that the right to 
cumulative voting is optional.
II. If the votes are properly cast, the minority 
faction can elect only one board member.
29. The corporate charter and bylaws of New-Max, 
Inc., is silent with respect to the compensation of directors. 
The directors have always performed their duties in a 
competent manner. Due largely to the directors’ efforts, 
1972 was a very profitable year. On March 15, 1973, the 
directors met and voted themselves a retroactive bonus of 
$10,000 each as the reasonable value of past services. 
Previously, they had neither sought nor received any 
compensation.
I. New-Max’s directors are entitled to vote 
themselves compensation retroactively when their decisions 
prove to have been very profitable for the corporation.
II. A New-Max stockholder of record would succeed 
in a stockholder derivative action to force each director to 
restore to the corporation the amount of bonus each 
received.
30. Williams, Inc., a one-man corporation, was in the 
business of underwriting unlisted, new-venture securities. 
Bonanza Mining Co., Ltd., engaged Williams to market 
$600,000 of its unregistered common stock.
I. The Bonanza Mining offering is subject to 
registration under the Securities Act of 1933.
II. If Williams, Inc., sells the Bonanza Mining 
securities in in tersta te  commerce to unsuspecting 
purchasers, any purchaser is entitled to recover within one 
year from either Bonanza or Williams in the event of a 
loss.
31. The partnership of Martinson & Co., CPAs, has 
been engaged to examine the financial statements of 
Boxphor, Inc., in connection with the registration of 
Boxphor’s securities with the Securities and Exchange 
Commission.
I. Martinson & Co. is assuming much greater 
third-party liability than it assumes on engagements under 
common law.
II. If its examination is not fraudulent, Martinson & 
Co. may issue an appropriate disclaimer to the financial 
statements and thereby avoid liability.
32. The underlying purpose(s) of the Securities Act 
of 1933 is (are) to
I. Provide the investing public with the facts 
needed to evaluate the merit of the security being offered.
II. Provide a procedure to pass upon the merit of 
the securities being offered and the wisdom of investing in 
them.
33. The Securities Exchange Act of 1934 created the 
Securities and Exchange Commission. The Act also provides 
for the
I. Registration with the Securities and Exchange 
Commission of national securities exchanges and securities 
listed on exchanges.
II. Regulation of the hypothecation of customer 
securities by broker-dealers.
34. Barney Feldman is vice president—research for 
Scientific Enterprises, Inc. Late one night, Barney’s senior 
chemist made a significant breakthrough involving catalytic 
mufflers. The discovery promised to solve the air-pollution 
problems of the automobile industry. Barney immediately 
called his broker and placed an order for 10,000 shares of 
Scientific at the opening of the market. Barney’s order was 
executed the next day. Three weeks later, word of the 
discovery leaked out, and the market price of Scientific’s
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stock increased three-fold over Barney’s purchase price. 
Barney sold 2,000 shares of Scientific at that time. He 
retains the balance.
I. Barney must account to the corporation for the 
profit on the sale of the 2,000 shares.
II. Barney has violated the anti-fraud provisions of 
the Securities Exchange Act of 1934.
35. Collosus Steel Company manufactures structural 
steel for bridges and heavy construction. It is the largest 
steel company in the United States specializing in these 
products. Collosus has decided to purchase Conrad Bridge 
Builders, the nation’s third-largest bridge builder. Collosus 
and Conrad do not compete.
I. From an antitrust standpoint, it would be better 
for Collosus to acquire Conrad’s assets rather than its stock.
II. Since Collosus and Conrad are not competitors, 
there is little likelihood of any cause of action for 
anti-competitive reasons.
36. Jacobs, Inc., manufactures mechanical toys. Wall 
Enterprises is in the same business. Jacobs approached Wall 
to see if they could agree to eliminate “senseless 
price-cutting.” Wall was receptive to the Jacobs’ proposal, 
and they orally agreed to establish reasonable minimum 
prices which both corporations would abide by.
I. Since the minimum prices to be established are 
to be reasonable, Jacobs and Wall have not violated federal 
antitrust law.
II. In that the agreement to establish minimum 
prices was oral, federal antitrust law has not been violated.
Number 3 (Estimated time —  25 to 30 minutes)
Instructions
Select the best answer for each of the following items. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on your total 
correct answers.
Items to be Answered
37. Charles Harris was the owner of a building valued 
at $100,000. Since he did not believe that a fire would 
result in a total loss, he procured two standard fire 
insurance policies on the property. One was for $24,000 
with the Fargo Fire Insurance Company and the other was 
for $16,000 with the Salaman Fire Insurance Company. 
Both policies contained standard pro rata and 80% 
coinsurance clauses. Six months later when the building was
still valued at $100,000, a fire occurred which resulted in a 
loss of $40,000. Harris is entitled to collect
a. Only on the first policy which he procured from 
Fargo.
b. $40,000.
c. $20,000.
d. $ 16,000 from each insurer.
38. Tazor Corp. owns 25% of the common stock of 
the 625 Main Street Corp., and the state where Tazor is 
incorporated has assessed its personal property tax against 
the fair market value of the stock. The sole asset of 625 
Main Street Corp. is an office building. The tax is
a. Proper because common stock is always personal 
property.
b. Improper because a building is real property, and 
the character of stock as personal or real depends 
on the dominant character of the assets owned 
by the corporation.
c. Improper because stock is a fixture, and fixtures 
are personal property.
d. Proper because a building is personal property, 
and the character of stock as personal or real 
depends on the dominant character of the assets 
owned by the corporation.
39. James Quick was a partner in the Fast, Sure, and 
Quick Factors partnership. He subsequently died. His will 
left everything to his wife including a one-third interest in 
the land and building owned by Fast, Sure, and Quick.
a. Mrs. Quick is a one-third owner of Fast, Sure, 
and Quick’s land and building.
b. The real property in question was held by the 
partnership as a tenancy in common.
c. Mrs. Quick automatically becomes the partner of 
Fast and Sure upon her husband’s death.
d. Mrs. Quick has the right to receive a settlement 
for her husband’s interest in the partnership.
40. Your client, Albert Fall, purchased a prominent 
industrial park from Josh Barton. At the closing, Barton 
offered a quitclaim deed. The contract of sale called for a 
warranty deed with full covenants.
a. Fall should accept the quitclaim deed since there 
is no important difference between a quitclaim 
deed and a warranty deed.
b. An undisclosed mortgage which was subsequently 
discovered would violate one of the covenants of 
a warranty deed.
c. Fall cannot validly refuse to accept Barton’s 
quitclaim deed.
d. The only difference between a warranty deed 
with full covenants and a quitclaim deed is that 
the grantor of a quitclaim does not warrant 
against defects post his assumption of title.
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41. Epson owns a toy manufacturing business. He 
encountered severe financial difficulties and in order to 
continue in business took out several loans. First, he 
mortgaged to Filgo “all the right title and interest in the 
real property” owned by the business. Next, he took out a 
loan and mortgaged all the inventory and all other personal 
property owned by the business. Both mortgages were 
appropriately filed. Unfortunately, Epson was forced to file 
a voluntary bankruptcy petition.
a. Filgo, the holder of the first mortgage filed, has 
the first claim against all property owned by 
Epson.
b. The real property mortgage covers only the land 
owned by Epson’s business.
c. Trade fixtures are covered by the personal 
property mortgage.
d. Under the circumstances, the creditors will share 
proportionately in the property mortgaged.
42. In 1960, Octane, Inc., a Delaware corporation, 
purchased certain land in Montana from the Dillingers but 
neglected to record the deed. In 1970, the Dillingers sold 
the same property to Bently, a domiciliary of Montana, 
who purchased in good faith and recorded his deed. In a 
suit by Octane against Bently to resolve the title question, 
Octane will lose because
a. Octane had no reasonable excuse for its failure 
to record the deed.
b. Most recording acts provide a statutory prefer­
ence for individuals over corporations.
c. Most recording acts provide a statutory prefer­
ence for domiciliaries over nondomiciliaries.
d. A good faith purchaser from the record owner 
has paramount title over an unrecorded claim of 
which he has no knowledge.
43. Elder misrepresented the state of his health on 
the application at the time he insured his life for $10,000. 
He named his friend, Spencer, as beneficiary. Spencer is in 
no way related to Elder. Upon Elder’s death six years later, 
the policy is in force, premiums are fully paid, and Spencer 
is still the beneficiary. The policy contained a two-year 
incontestable clause. Upon seeking to collect the insurance 
proceeds
a. Spencer has no insurable interest in the life of 
Elder and, therefore, cannot collect.
b. Spencer must have given some consideration to 
Elder or the insurance company if he is to 
collect.
c. Spencer will not be precluded from recovery.
d. Spencer will be denied recovery in that he is a 
third party beneficiary under a contract obtained 
by misrepresentation of a material fact.
44. Eric, Steve, and John are partners. John was 
recently admitted to the partnership and is relatively
inexperienced. If the partners have made no agreement to 
the contrary
a. John’s role in the management of the partnership 
is subordinated to Eric and Steve because of his 
inexperience.
b. Each partner must contribute to losses according 
to his share of profits.
c. John is not entitled to interest on money he 
loans the partnership.
d. Profits will be divided in proportion to the 
amount of each partner’s capital investment in 
the partnership.
45. Braudy and Jones are partners and wish to admit 
Halsey to the partnership. If Halsey is admitted
a. He is liable for preexisting obligations of the 
partnership to the same extent as Braudy and 
Jones.
b. Only Braudy and Jones are liable for preexisting 
obligations of the partnership.
c. The old partnership is dissolved.
d. The old partnership must be wound up and 
liquidated.
Items 46 to 54. Each of the following items begins by 
a statement of facts or an opening statement followed by 
two independent statements numbered I and II. You are to 
evaluate each statement and determine whether it is true. 
Your answer for each item should be selected from the 
following responses:
a. I only is true.
b. II only is true.
c. Both I and II are true.
d. Neither I nor II is true.
46. Argus Sales, Inc., leased office space from 
Franklin Rentals for five years. The lease did not contain 
any provisions regarding quiet enjoyment of the premises or 
the right to assign the lease. With regard to the leased space 
and the lease, Argus
I. Has the right to an implied covenant of quiet 
enjoyment.
II. Cannot assign the unexpired term of his lease.
Items 47 and 48 are based on the following 
information:
Johnstone Manufacturing decided to raise additional 
long-term capital by mortgaging an industrial park which it 
owned. Security Loan Company agreed to lend Johnstone 
one million dollars and take a note and a first mortgage on 
the land and building.
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47. The mortgage given by Johnstone
I. Creates a purchase-money security interest in 
Security Loan Company.
II. Need not be recorded to perfect Security’s 
interest in the real estate against Johnstone.
48. The mortgage has been duly recorded and 
Johnstone sold the property to Marks who took the 
property subject to the mortgage.
I. Marks assumes no personal liability on the 
original note.
II. Johnstone remains liable to Security Loan 
Company in the event of default by Marks on the mortgage.
49. Howard, Edwards, and Stark are partners. The 
partnership procured from the Universal Life Insurance 
Company an insurance policy on the life of Howard. 
Subsequently, Howard retired from the partnership and 
then died. The partnership has paid the premiums until 
Howard’s death.
I. The partnership owned the life insurance policy 
during Howard’s life.
II. Any insurable interest the partnership may have 
had in Howard’s life terminated with his retirement; hence, 
Universal is not liable.
50. Archer has a personal judgment of record against 
Barstol which became a Hen against the only parcel of real 
estate owned by Barstol. Barstol died leaving an insolvent 
personal estate. Archer had obtained a fire insurance policy 
for his own benefit on the building of Barstol, which was 
thereafter destroyed by fire. Archer put in a claim for 
insurance which the insurance company refuses to pay.
I. Prior to obtaining the judgment lien against 
Barstol’s real property, Archer had no insurable interest in 
the property.
II. The insurance company must pay Archer’s claim.
51. James Scott carried a $50,000 open fire 
insurance policy on his warehouse. The night watchman 
negligently dropped his cigarette in a barrel of trash. As a 
result, the building was totally destroyed. The value of the 
building has been conclusively determined to be $40,000.
I. S co tt’s watchman’s negligence will prevent 
recovery on the fire insurance policy.
II. If Scott can recover despite his watchman’s 
negligence, recovery will be limited to $40,000.
52. Martinson insured his company’s trucks against 
collision with the Item Insurance Company. One of the 
trucks was badly damaged when a crane operator 
negligently drove the crane into the cab of the vehicle. The 
crane was owned and operated by the Acme Corporation, 
one of Martinson’s best customers. Martinson released 
Acme from liability as a goodwill gesture.
I. Martinson can collect from Item Insurance 
Company.
II. The release by Martinson impaired Item 
Insurance Company’s right to subrogation.
53. Marco owned and operated a wholesale appliance 
store. He insured his store and the merchandise therein 
against loss by fire. Wilmont purchased Marco’s entire 
business and assumed all of Marco’s business debts. At the 
closing, Marco delivered all the requisite papers to Wilmont, 
thereby transferring ownership to him. Among the papers 
was an assignment of the existing fire insurance policy. The 
insurance company was not notified of the transfer. Shortly 
thereafter, the building and its contents were destroyed by 
fire.
I. The written assignment of the insurance policy 
to Wilmont effectively continued the fire insurance 
coverage on the building and its contents.
II. The fire insurance company could not refuse 
to consent to the assignment of the fire insurance 
policy.
54. Kenmore, the owner of a factory, insured it 
against fire with the Reliable Insurance Company. The 
policy required the insured “to file complete proof of 
loss with the company within 60 days after any fire 
loss or forfeit his rights on the policy.” Kenmore 
failed to file until 80 days after his factory was 
destroyed by fire.
I. The clause in question is invalid and will not 
prevent Kenmore from recovering.
II. If the factory was destroyed as the result of 
arson committed by a former employee, Kenmore cannot 
recover in any event.
Number 4 (Estimated time —  25 to 30 minutes)
Part a. The partnership of Smith, Frank, & Clark, a 
CPA firm, has been the auditor of Greenleaf, Inc., for many 
years. During the annual examination of the financial 
statements for the year ended December 31, 1972, a 
dispute developed over whether certain disclosures should 
be made in the financial statements. The dispute resulted in 
Smith, Frank, & Clark’s being dismissed and Greenleafs 
engaging another firm. Greenleaf demanded that Smith, 
Frank, & Clark turn over all working papers applicable to 
the Greenleaf audits to it or face a lawsuit. Smith, Frank, & 
Clark refused. Greenleaf has instituted a suit against Smith, 
Frank, & Clark to obtain the working papers.
Required:
1. Will Greenleaf succeed in its suit? Explain.
2. Discuss the rationale underlying the rule of law 
applicable to the ownership of working papers.
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Part b. Parker Products, Inc., is suing Flagstone 
Specialties, Inc., your client, in the state court system, 
alleging a breach of contract. The contract provided for 
Flagstone to construct a piece of highly technical 
equipment at Flagstone’s cost plus a fixed fee. Specifically, 
Parker alleges that Flagstone has calculated costs 
incorrectly, loading the contract billings with inappropriate 
costs. Parker seeks to recover the excess costs.
Charles Lake, your CPA firm’s partner in charge of the 
Flagstone account, has been subpoenaed by Parker to 
testify. Neither Lake nor the firm wishes to become 
involved in the litigation. Furthermore, if Lake testifies, 
some of the facts he would reveal might be prejudicial to 
the client.
Required:
1. Must Lake testify? Explain.
2. If the cause of action had been such that the suit 
would have been brought in a federal court, must Lake 
testify? Explain.
Part c. Donald Sharpe recently joined the CPA firm 
of Spark, Watts, and Wilcox. He quickly established a 
reputation for thoroughness and a steadfast dedication to 
following prescribed auditing procedures to the letter. On 
his third audit for the firm, Sharpe examined the 
underlying documentation of 200 disbursements as a test of 
p u rc h a s in g , rece iv ing , vouchers-payable, and 
cash-disbursement procedures. In the process he found 
twelve disbursements for the purchase of materials with no 
receiving reports in the documentation. He noted the 
exceptions in his working papers and called them to the 
attention of the in-charge accountant. Relying on prior 
experience with the client, the in-charge accountant 
disregarded Sharpe’s comments, and nothing further was 
done about the exceptions.
Subsequently it was learned that one of the client’s 
purchasing agents and a member of its accounting 
department were engaged in a fraudulent scheme whereby 
they diverted the receipt of materials to a public warehouse 
while sending the invoices to the client. When the client 
discovered the fraud, the conspirators had obtained 
approximately $70,000, $50,000 of which was after the 
completion of the audit.
Required:
Discuss the legal implications and liabilities to Spark, 
Watts, and Wilcox as a result of the above facts.
Part d. The partnership of Porter, Potts, & Farr, 
CPAs, were engaged by Revolutionary Products, Inc., to 
examine its financial statements for the year ended June 
30, 1973. The contract said nothing about the CPA firm’s 
responsibility for defalcations. Porter, Potts, & Farr 
performed its examination in a careful and competent
manner, following generally accepted auditing standards 
and using appropriate auditing procedures and tests under 
the circumstances.
Subsequently, it was discovered that the client’s chief 
accountant was engaged in major defalcations. However, 
only an audit specifically designed to discover possible 
defalcations would have revealed the fraud. Revolutionary 
Products asserts that Porter, Potts, & Farr is liable for the 
defalcations.
Required:
Is Porter, Potts, & Farr liable? Explain.
Number 5 (Estimated time —  25 to 30 minutes)
Part a. During your examination of the financial 
statements of Arista Corporation, you encounter a check 
payable to Arista for $5,000 which has just been returned 
by the drawee bank marked “insufficient funds.” The 
check was drawn by Seymore Enterprises, Inc., in payment 
for a printing press purchased from Arista.
Before accepting the check, Arista insisted upon the 
accommodation indorsements of Charles Morgan, 
Seymore’s chairman of the board, and Frank Johnston, its 
president. Both signed in blank. The check had been 
promptly deposited and processed by the United States 
banks involved. Investigation reveals that Seymore has filed 
a voluntary petition in bankruptcy.
Required:
1. What steps should Arista take to protect its 
rights on the check? Explain.
2. What rights, if any, does Arista have against 
Seymore Enterprises, the drawee bank, Charles Morgan, and 
Frank Johnston? Explain.
Part b. During your initial examination of the 
payroll procedures and transactions of Fox Burglar Alarm, 
Inc., you discover the following facts. Martin Goodson is 
employed as a payroll officer. Some time ago he became 
addicted to narcotics, and in order to support his drug 
habit, he began preparing payroll checks made out to 
fictitious parties. Fox’s treasurer, unaware of the fraud, 
signed the checks in the ordinary course of his duties. After 
signature, Goodson would pick up the checks to distribute 
to the employees. In the process, Goodson removed the 
checks payable to the fictitious parties. He would then cash 
the checks at various check-cashing agencies, forging the 
names of the payees appearing on each check.
Required:
What rights, if any, does Fox Burglar Alarm have 
against its own bank which paid the checks, the 
check-cashing agencies, and Goodson? Explain.
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Part c. Your examination of the current assets of 
Winston Corporation disclosed that the corporation had 
purchased five, $1,000 thirty-day notes of the Fubor 
Corporation. Investigation revealed that the notes were 
clever forgeries. The forger, William Claude, drew the notes 
to his own order and signed the name of Oscar Fubor to the 
notes as the maker. He then indorsed them to Bernard 
Oldfield, signing his own name in blank. Oldfield negotiated 
them to Winston Corporation using a “without recourse” 
indorsement.
Required:
What are the rights, if any, of Winston against Fubor, 
Claude, and Oldfield? Explain.
Part d. Your client, Horace Brace, has in his 
possession the following instrument:
November 1, 1972
I, Walter Forgel, hereby promise to pay
Charles Smidlap ONE THOUSAND DOLLARS
($ 1,000.00) one year after date. This instrument 
was given for the purchase of FIVE HUNDRED 
(500) shares of Beefstake Mining Corporation. 
Interest at 6%.
Walter Forgel (Signature)
Horace Brace purchased the instrument from Charles 
Smidlap at a substantial discount. Smidlap specializes in the 
sale of counterfeit mining stock. Walter Forgel is one of his 
innocent victims. Brace is seeking to collect on the 
instrument.
Required:
What are the rights of Brace against Forgel on the 
instrument? Explain.
Number 6 (Estimated time —  25 to 30 minutes)
Part a. Your annual examination of the financial 
statements of Mars Distribution Corporation revealed that 
Colossal Computer Co. sold Mars 1,000 desk computers. 
The contract stated in bold type:
The buyer hereby purchases these 
computers with all faults, and all warranties are 
hereby expressly excluded.
After Mars had sold approximately 200 of the 
computers, three significant problems arose.
•  First, Major Computer Components sued Mars 
for conversion in that one of the major components in 
Colossal’s computers had been stolen from Major’s 
warehouse.
•  Second, B.M.I. Computers has indicated that the 
computers in question infringe its existing patents.
•  Third, 90% of the computers sold have proven to 
be defective.
Mars’ customers have claimed that the computers are 
nonmerchantable. Colossal, when informed of the various 
problems encountered by Mars, said, “That’s your tough 
luck, we rely on the disclaimer in the contract.”
Required:
What are the rights of Mars against Colossal? Explain.
Part b. During an examination of the financial 
s ta te m e n ts  o f  M enlow  Shoe C o m p a n y , a 
receivable-confirmation exception brought to your 
attention a dispute concerning an order of 2,000 boys’ and 
men’s canvas play shoes. Menlow had received the order to 
manufacture the shoes from Mid-West Department Stores. 
Menlow had set up its machines to fill the order and was 
approximately two-thirds finished with the manufacture of 
the shoes when it received a letter from Mid-West cancelling 
the order. Since the remaining work only involved 
completion of the stitching and cutting the eyelets, Menlow 
disregarded the cancellation order and completed the shoes. 
Mid-West claims it is only liable for the cost at the time of 
the receipt of the cancellation order, plus the profit which 
Menlow would have obtained under the terms of the 
contract. Menlow seeks to hold Mid-West liable for the 
difference between the proceeds from the sale of the goods 
at the prevailing market price and the amount Mid-West was 
obligated to pay under the terms of the contract.
Required:
Can Menlow recover the full amount receivable from 
Mid-West? Explain.
Part c. Casper, Inc., has just purchased the entire 
stock in trade of Marvel Toy Company. The purchase price 
was very low due to Marvel’s poor financial condition. 
Casper failed to notify known creditors of Marvel. The 
president and sole stockholder of Marvel has disappeared 
without paying any of Marvel’s suppliers. Casper has 
received letters from several of Marvel’s creditors 
demanding that it pay the Marvel debts. These facts arose 
during your annual examination of the financial statements 
of Casper.
Required:
What responsibility, if any, does Casper have for 
Marvel’s debts?
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Number 7 (Estimated time —  25 to 30 minutes)
Part a. During your examination of the financial 
statements of H. R. Dacy, Inc., a letter from Dacy’s 
attorney revealed the following facts.
Dacy’s principal supplier of children’s clothing, 
Watkins, Inc., was unable to obtain fabric for 
manufacturing its fall line from Bowdin. Watkins had been 
slow in making payments to Bowdin and in recent months, 
a number of its checks to Bowdin were returned for 
insufficient funds. Bowdin refused to grant further credit to 
Watkins.
To protect its source of supply, Dacy’s president 
wrote Bowdin stating, “We will pay for any fabrics supplied 
to Watkins, Inc., for the fall season in the event that 
Watkins does not pay.”
In reliance upon this letter, Bowdin supplied Watkins 
with fabric. Watkins is substantially in arrears in payment 
of invoices for these goods. Bowdin has notified Dacy of its 
responsibility for the debt.
Required:
1. What are the rights and obligations of H. R. 
Dacy, Inc.? Explain.
2. What are the financial-reporting implications for 
H. R. Dacy, Inc., arising out of these circumstances? 
Explain.
Part b. Albert Gideon, Jr., doing business as 
Albert’s Boutique, ordered $480 of mini-skirts from Abaco 
Fashions. Abaco refused to make delivery, having had 
previous collection problems with Gideon. Albert’s father, 
Slade Gideon, a prominent manufacturer, called Abaco and 
said, “Ship the goods my son needs, and I will pay for 
them.” Abaco delivered the mini-skirts, and they were 
received by Albert’s Boutique. Albert’s Boutique is in 
bankruptcy, and Slade Gideon refuses to pay. You are the 
accountant for Abaco Fashions.
Required:
What are Abaco’s rights against Slade Gideon? 
Explain.
Part c. Superior Construction Company, Inc., 
submitted the successful bid for the construction of your 
client’s new factory. As a part of the contract, Superior was 
required to obtain a performance bond from an acceptable 
surety company. Ace Surety, Inc., wrote the surety bond 
for the proposed building.
After the project was about one-third completed, 
Superior suggested several major changes in the contract. 
These included the expansion of the floor space by 
10% and construction of an additional loading 
platform.
Required:
1. What problem does your client face if it 
agrees to the proposed changes? Explain.
2. What advice would you suggest in order to 
avoid this problem?
Part d. In the course of examining the financial 
statements of Superior Systems, Inc., the financial vice 
president discloses that the corporation has a serious 
collection problem with one of its customers, Vizar 
Components, Inc. Vizar is approximately $10,000 in 
arrears; its checks have been returned for insufficient 
funds. Other creditors have similar claims against Vizar.
You have also learned that the principal creditors, 
including Superior, have held a meeting to consider 
possible alternative courses of action. During the 
meeting, an examination of the financial statements of 
Vizar revealed that it was in a difficult current 
position, but that it had sufficient assets to meet 
liabilities in the event of a bankruptcy proceeding. The 
meeting also revealed that Vizar’s problems had built up 
over the past two years due to poor management. The 
company appears to have significant potential to return to 
profitability if properly managed.
Required:
1. What are the chief objections to proceeding 
against Vizar in bankruptcy? Explain.
2. What are the viable alternatives to a bankruptcy 
proceeding? Explain.
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Uniform Certified Public Accountant Examination
(Prepared by the Board o f Examiners o f the American Institute of Certified Public Accountants 
and adopted by the examining boards o f all states, territories, and the District o f Columbia.)
EXAMINATION IN ACCOUNTING THEORY 
(Theory of Accounts)
November 9, 1973; 1:30 to 5:00 P.M.
NOTE TO CANDIDATES: Suggested time allotments are as follows:
All questions are required:
Estimated Minutes
Minimum Maximum
No. 1 ...................................................................
No. 2 ...................................................................
................................. 25
................................. 25
30
30
No. 3 ................................................................... ................................. 25 30
No. 4 ................................................................... ................................. 25 30
No. 5 ................................................................... ................................. 25 30
No. 6 ................................................................... ................................. 25 30
No. 7 ................................................................... ................................. 25 30
Total for examination ................................. ................................. 175 210
INSTRUCTIONS TO CANDIDATES
1. You must arrange the papers in numerical order of the 
questions. If more than one page is required for an 
answer, write “continued” at the bottom of the page. 
Number pages consecutively. For instance, if 12 pages 
are used for your answers they should be numbered 1 
through 12.
The printed answer sheet provided for the objective- 
type items should be considered to be Page 1.
2. A CPA is continually confronted with the necessity of 
expressing his opinions and conclusions in written 
reports in clear, unequivocal language. Although the 
primary purpose of the examination is to test the 
candidate’s knowledge and application of the subject 
matter, the ability to organize and present such 
knowledge in acceptable written language will be 
considered by the examiners.
DISREGARD OF THESE INSTRUCTIONS MAY BE CONSIDERED AS INDICATING INEFFICIENCY IN ACCOUNTING 
WORK.
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Number 1 (Estimated time —  25 to 30 minutes)
Instructions
Select the best answer for each of the following items 
relating to Opinions of the Accounting Principles Board. 
Use a soft pencil, preferably No. 2, to blacken the 
appropriate space on the separate printed answer sheet to 
indicate your answer. Mark only one answer for each item. 
Answer all items. Your grade will be based on your total 
correct answers.
The following is an example of the manner in which 
the answer sheet should be marked:
Item
99. The recommended title for the financial 
statement which summarizes changes in financial position is 
statement of
a. Changes in financial position.
b. Changes in working capital.
c. Sources and applications of funds.
d. Cash flow.
Answer Sheet
99. a.   b. ::::::::: c. ::::::::: d. :::::::::::
Items 4 and 5 are based on the following information:
Taft Co. sells Lee Co. a machine, the usual cash price 
of which is $10,000, in exchange for an $11,800 
noninterest-bearing note due three years from date.
4. If Taft records the note at $10,000, the overall 
effect will be
a. A correct sales price and correct interest revenue.
b. A correct sales price and understated interest 
revenue.
c. An understated sales price and understated
interest revenue.
d. An overstated sales price and understated
interest revenue.
5. If Lee records the asset and note at $11,800, the 
overall effect will be
a. A correct acquisition cost and correct interest 
expense.
b. A correct acquisition cost and understated 
interest expense.
c. An understated acquisition cost and understated 
interest expense.
d. An overstated acquisition cost and understated 
interest expense.
Items to be Answered
1. As a general rule, Opinions of the Accounting 
Principles Board
a. Represent the conclusions of all members of the 
Board.
b. Are not intended to be retroactive.
c. May be departed from without disclosure in 
financial statements.
d. Should be applied to immaterial items.
2. Burke Company issued a note solely in exchange 
for cash. Assuming that the items listed below differ in 
amount, the present value of the note at issuance is equal to 
the
a. Face amount.
b. Face amount discounted at the prevailing 
interest rate for similar notes.
c. Proceeds received.
d. Proceeds received discounted at the prevailing 
interest rate for similar notes.
3. The presence of unamortized debt premium 
indicates that at the time of issuance the underlying 
obligation
a. Carried interest at the prevailing market rate.
b. Carried interest below the prevailing market rate.
c. Carried interest above the prevailing market rate.
d. Was noninterest-bearing.
6. If the present value of a note issued in exchange 
for a plant asset is less than its face amount, the difference 
should be
a. Included in the cost of the asset.
b. Amortized as interest expense over the life of the 
note.
c. Amortized as interest expense over the life of the 
asset.
d. Included in interest expense in the year of 
issuance.
7. Unamortized debt discount should be reported 
on the balance sheet of the issuer as a
a. Direct deduction from the face amount of the 
debt.
b. Direct deduction from the present value of the 
debt.
c. Deferred charge.
d. Part of the issue costs.
8. Clark Company may be required to recognize 
interest expense at a rate differing from that explicitly 
stated in connection with
a. An advance received for products to be delivered 
over a two-year period.
b. A note issued in exchange for services, payable in 
cash on demand.
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c. A note issued in exchange for raw materials, 
payable in cash two years from date.
d. Amounts retained under a construction contract, 
final settlement to be made three years from 
date.
9. Ogden Corp. lends a supplier cash which is to be 
repaid five years hence with no stated interest. At the same 
time a purchase contract is entered into for the supplier’s 
products. Ogden will be required to recognize interest 
revenue in connection with the loan
a. Under no circumstances.
b. If the contract price is equal to the prevailing 
market rate.
c. If the contract price is less than the prevailing 
market rate.
d. If the contract price is more than the prevailing 
market rate.
10. Significant accounting policies may not be
a. Selected on the basis of judgment.
b. Selected from existing acceptable alternatives.
c. Unusual or innovative in application.
d. Omitted from financial-statement disclosure on 
the basis of judgment.
11. The stock of Gates, Inc., is widely held, and the 
company is under the jurisdiction of the Securities and 
Exchange Commission. In the annual report, information 
about the significant accounting policies adopted by Gates 
should be
a. Omitted because it tends to confuse users of the 
report.
b. Included as an integral part of the financial 
statements.
c. Presented as supplementary information.
d. Omitted because all policies must comply with 
the regulations of the Securities and Exchange 
Commission.
12. Polk Corp, purchased a controlling interest in 
Irwin Corp. for an amount which reflects the fact that 
Irwin’s depreciable assets have a market value in excess of 
their book value. In the separate statements of Polk, this 
difference should be
a. Charged against investment revenue over the 
remaining useful life of the assets.
b. Included in the carrying value of the investment 
until disposition of the stock.
c. Charged against investment revenue in the year 
of acquisition.
d. Charged to depreciation expense over the 
remaining useful life of the assets.
13. Under the equity method of accounting for 
investments, an investor recognizes its share of the earnings 
in the period in which the
a. Investor sells the investment.
b. Investee declares a dividend.
c. Investee pays a dividend.
d. Earnings are reported by the investee in its 
financial statements.
14. With respect to the difference between taxable 
income and pretax accounting income, the tax effect of the 
undistributed earnings of a subsidiary included in 
consolidated income should normally be
a. Accounted for as a timing difference.
b. Accounted for as a permanent difference.
c. Ignored because it must be based on estimates 
and assumptions.
d. Ignored because it cannot be presumed that all 
undistributed earnings of a subsidiary will be 
transferred to the parent company.
15. Under the equity method, the effect on the 
investor of dividends received from the investee is usually
a. A reduction of deferred income taxes and a 
reduction of investment.
b. A reduction of deferred income taxes and no 
effect on investment.
c. No effect on deferred income taxes and a 
reduction of investment.
d. No effect on deferred income taxes and no effect 
on investment.
16. Simpson Co., a subsidiary of Rusk Co., did not 
distribute its 1972 earnings in 1972. Rusk should recognize 
income taxes on its share of the earnings in its 1972 
financial statements only if
a. Simpson is a domestic corporation.
b. The earnings will be remitted in a tax-free 
transaction within the foreseeable future.
c. The earnings will be remitted in a taxable 
transaction on or before March 15, 1973.
d. Remittance of the earnings in a taxable 
transaction will not be postponed 
indefinitely.
17. If it becomes apparent that the undistributed 
earnings of a subsidiary on which income taxes have been 
accrued will not be remitted in the foreseeable future, the 
parent company should
a. Increase income tax expense and increase
deferred income taxes.
b. Decrease income tax expense and decrease
deferred income taxes.
c. Increase extraordinary income and decrease
deferred income taxes.
d. Make no adjustment.
18. The tax effect of a difference between taxable 
income and pretax accounting income attributable to losses 
of a subsidiary is normally recognized for
a. Neither carrybacks nor carryforwards.
b. Both carrybacks and carryforwards.
c. Carrybacks but not carryforwards.
d. Carryforwards but not carrybacks.
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19. Smith Corp. owns only 25% of the voting stock 
of Jones Corp. but exercises significant influence over its 
operating and financial policies. The tax effect of 
differences between taxable income and pretax accounting 
income attributable to undistributed earnings of Jones 
Corp. should be
a. Accounted for as a timing difference.
b. Accounted for as a permanent difference.
c. Ignored because it must be based on estimates 
and assumptions.
d. Ignored because Smith holds less than 51% of 
the voting stock of Jones.
20. Accounting for the tax effect of a difference 
between taxable income and pretax accounting income 
with respect to undistributed earnings of a subsidiary is 
similar to a situation involving
a. Profits on assets within the consolidated group 
which are eliminated in consolidated financial 
statements.
b. Profits on intercompany transactions which are 
taxed when reported in separate tax returns.
c. Rents and royalties which are taxed when 
collected and deferred in financial statements 
until earned.
d. Profits on installment sales which are recognized 
in financial statements at the date of sale and 
reported in tax returns when collected.
Number 2 (Estimated time —  25 to 30 minutes)
Instructions
Select the best answer for each of the following items 
relating to fund accounting and various managerial 
accounting problems. Use a soft pencil, preferably No. 2, to 
blacken the appropriate space on the separate printed 
answer sheet to indicate your answer. Mark only one 
answer for each item. Answer all items. Your grade will be 
based on your total correct answers.
Items to be Answered
21. Of the items listed below, those most likely to 
have parallel accounting procedures, account titles, and 
financial statements are
a. Special revenue funds and special assessment 
funds.
b. Intragovernmental service funds and debt service 
funds.
c. The general fixed assets group of accounts and 
the general long-term debt group of accounts.
d. The general fund and special revenue funds.
22. The City of Paden should use a capital projects 
fund to account for
a. Structures and improvements constructed with 
the proceeds of a special assessment.
b. Proceeds of a bond issue to be used to acquire 
land for city parks.
c. Construction in progress on the city-owned 
electric utility plant, financed by an issue of 
revenue bonds.
d. Assets to be used to retire bonds issued to 
finance an addition to the city hall.
23. Activities of a central print shop offering 
printing services at cost to various city departments should 
be accounted for in
a. The general fund.
b. An intragovernmental service fund.
c. A special revenue fund.
d. A special assessment fund.
24. Sanders County collects property taxes for the 
benefit of the state government and the local school 
districts and periodically remits collections to these units. 
These activities should be accounted for in
a. An agency fund.
b. The general fund.
c. An intragovernmental service fund.
d. A special assessment fund.
25. In order to provide for the retirement of general 
obligation bonds, the City of Osborn invests a portion of its 
receipts from general property taxes in marketable 
securities. This investment activity should be accounted for 
in
a. A capital projects fund.
b. A debt service fund.
c. A trust fund.
d. The general fund.
26. The transactions of a municipal police retirement 
system should be recorded in
a. The general fund.
b. A special revenue fund.
c. A trust fund.
d. An intragovernmental service fund.
27. The activities of a municipal golf course which 
receives three-fourths of its total revenue from a special tax 
levy should be accounted for in
a. An enterprise fund.
b. The general fund.
c. A special assessment fund.
d. A special revenue fund.
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28. The presence of the Electric Plant Acquisition 
Adjustments account in a city’s electric utility fund 
indicates that, according to the predominant rule in utility 
regulation,
a. The fund’s assets have been appraised and 
written up to current market value.
b. Interest on money borrowed to finance 
construction has been capitalized during the 
construction period.
c. The estimated useful lives of fixed assets have 
been revised and the change recorded.
d. The city paid more for the utility’s assets than 
their net book value in the hands of the owner 
who first devoted them to public use.
29. Rogers City should record depreciation as an 
expense in its
a. Enterprise fund and intragovernmental service 
fund.
b. Intragovernmental service fund and general fixed 
assets group of accounts.
c. General fund and enterprise fund.
d. Enterprise fund and capital projects fund.
30. In municipal accounting the accrual basis is 
recommended for
a. Only agency, debt service, enterprise, general, 
and special revenue funds.
b. O nly  c a p ita l  p r o je c ts ,  e n te r p r i s e ,  
intragovernmental service, special assessment, 
and trust funds.
c. Only enterprise and intragovernmental service 
funds.
d. None of the funds.
31. The balance sheet in the financial report of a 
municipality may be prepared
a. On a consolidated basis after eliminating the 
effects of interfund transactions.
b. On a combined basis showing the assets and 
equities of each fund with a total column 
indicating the aggregate balance for each 
identical account in all of the funds.
c. On a combined basis showing the assets and 
equities of each fund, but without a total 
column indicating the aggregate balance for each 
identical account in all of the funds.
d. For each fund in a separate statement but never 
presenting all funds together in the same 
statement.
32. A performance budget relates a governmental 
unit’s expenditures to
a. Objects of expenditure.
b. Expenditures of the preceding fiscal year.
c. Individual months within the fiscal year.
d. Activities and programs.
33. When used for performance evaluation, periodic 
internal reports based on a responsibility accounting system 
should not
a. Be related to the organization chart.
b. Include allocated fixed overhead.
c. Include variances between actual and budgeted 
controllable costs.
d. D is tin g u ish  between controllable and 
noncontrollable costs.
34. In a standard cost system the materials price 
variance is obtained by multiplying the
a. Actual price by the difference between actual 
quantity purchased and standard quantity used.
b. Actual quantity purchased by the difference 
between actual price and standard price.
c. S tandard price by the difference between 
standard quantity purchased and standard 
quantity used.
d. Standard quantity purchased by the difference 
between actual price and standard price.
35. The accounting area in which the only objective 
of depreciation accounting relates to the effect of 
depreciation charges upon tax payments is
a. Capital budgeting.
b. Cost-volume-profit analysis.
c. Income determination.
d. Responsibility accounting.
36. The major assumption as to cost and revenue 
behavior underlying conventional cost-volume-profit 
calculations is the
a. Constancy of fixed costs.
b. Variability of unit prices and efficiency.
c. Curvilinearity of relationships.
d. Linearity of relationships.
37. Pena Company tem porarily has excess 
production capacity. The idle plant facilities can be used to 
manufacture a low-margin item. The low-margin item 
should be produced if it can be sold for more than its
a. Fixed costs.
b. Variable costs.
c. Variable costs plus any opportunity cost of the 
idle facilities.
d. Indirect costs plus any opportunity cost of the 
idle facilities.
38. Income computed by the absorption cost 
method will tend to exceed income computed by the direct 
cost method if
a. Units produced exceed units sold.
b. Variable manufacturing costs decrease.
c. Units sold exceed units produced.
d. Fixed manufacturing costs decrease.
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39. The type of spoilage which should not affect the 
recorded cost of inventories is
a. Abnormal spoilage.
b. Normal spoilage.
c. Seasonal spoilage.
d. Standard spoilage.
40. In a decentralized company in which divisions 
may buy goods from one another, the transfer-pricing 
system should be designed primarily to
a. Increase the consolidated value of inventory.
b. Allow division managers to buy from outsiders.
c. Minimize the degree of autonomy of division 
managers.
d. Aid in the appraisal and motivation of 
managerial performance.
Number 3 (Estimated time —  25 to 30 minutes)
Barden Corp., a manufacturer with large investments 
in plant and equipment, began operations in 1938. The 
company’s history has been one of expansion in sales, 
production, and physical facilities. Recently, some concern 
has been expressed that the conventional financial 
statements do not provide sufficient information for 
decisions by investors. After consideration of proposals for 
various types of supplementary financial statements to be 
included in the 1972 annual report, management has 
decided to present a balance sheet as of December 31, 
1972, and a statement of income and retained earnings for 
1972, both restated for changes in the general price level. 
Required:
a. On what basis can it be contended that Barden’s 
conventional statements should be restated for changes in 
the general price level?
b. Distinguish between financial statements restated 
for general price-level changes and current-value financial 
statements.
c. Distinguish between monetary and nonmonetary 
assets and liabilities, as the terms are used in general 
price-level accounting. Give examples of each.
d. Outline the procedures Barden should follow in 
preparing the proposed supplementary statements.
e. Indicate the major similarities and differences 
between the proposed supplementary statements and the 
corresponding conventional statements.
f. Assuming that in the future Barden will want to 
present comparative supplementary statements, can the 
1972 supplementary statements be presented in 1973 
without adjustment? Explain.
Number 4 (Estimated time —  25 to 30 minutes)
Part a. Elmo Company operates several plants at 
which limestone is processed into quicklime and hydrated 
lime. The Bland Plant, where most of the equipment was 
installed many years ago, continually deposits a dusty white 
substance over the surrounding countryside. Citing the 
unsanitary condition of the neighboring community of 
Adeltown, the pollution of the Adel River, and the high 
incidence of lung disease among workers at Bland, the 
sta te’s Pollution Control Agency has ordered the 
installation of air pollution control equipment. Also, the 
Agency has assessed a substantial penalty, which will be 
used to clean up Adeltown. After considering the costs 
involved (which could not have been reasonably estimated 
prior to the Agency’s action), Elmo decides to comply with 
the Agency’s orders, the alternative being to cease 
operations at Bland at the end of the current fiscal year. 
The officers of Elmo agree that the air pollution control 
equipment should be capitalized and depreciated over its 
useful life, but they disagree over the period(s) to which the 
penalty should be charged.
Required:
Discuss the conceptual merits and reporting 
requirements of accounting for the penalty as a
1. Charge to the current period.
2. Correction of prior periods.
3. Capitalizable item to be amortized over future 
periods.
Part b. Elmo’s Davis Plant causes approximately as 
much pollution as Bland. Davis, however, is located in 
another sta te , where there is little likelihood of 
governmental regulation, and Elmo has no plans for 
pollution control at this plant. One of Elmo’s officers, Mr. 
Pearce, says that uncontrolled pollution at Davis constitutes 
a very real cost to society, which is not recorded anywhere 
under current practice. He suggests that this “social cost” 
of the Davis Plant be included annually in Elmo’s income 
statement. Further, he suggests that measurement of this 
cost is easily obtainable by reference to the depreciation on 
Bland’s pollution control equipment.
Required:
1. Is Mr. Pearce necessarily correct in stating that 
costs associated with Davis’ pollution are entirely 
unrecorded? Explain.
2. Evaluate Mr. Pearce’s proposed method of 
measuring the annual “social cost” of Davis’ pollution.
3. Discuss the merit of Mr. Pearce’s suggestion that 
a “social cost” be recognized by a business enterprise.
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Number 5 (Estimated time —  25 to 30 minutes)
Casey and Lewis Printers, Inc., was organized in 1955 
and established a formal pension plan on January 1 ,  1969, 
to provide retirement benefits for all employees. The plan is 
noncontributory and is funded through a trustee, the First 
National Bank, which invests all funds and pays all benefits 
as they become due. Vesting occurs when the employee 
retires at age sixty-five. Original past service cost of 
$110,000 is being amortized over 15 years and funded over 
10 years on a present-value basis at 5%. The Company also 
funds an amount equal to current normal cost net of 
actuarial gains and losses. There have been no amendments 
to the plan since inception.
The independent actuary’s report follows:
Casey & Lewis Printers, Inc.
BASIC NONCONTRIBUTORY PENSION PLAN 
Actuarial Report as o f  June 30, 1973
II. Fund Assets
Cash $ 4,200
Dividends receivable
Investment in common stocks, at 
c o s t (m a rk e t  v a lu e ,
1,525
$177,800) 162,750
$168,475
Actuarial Liabilities
Number of employees 46
Number of employees retired 0
Yearly earnings of employees $598,000
Actuarial liability $145,000
Actuarial Assumptions
Interest 5%
Mortality 1951 Group 
Annuity Tables
Retirement Age 65
I. Current Year’s Funding and Pension Cost
Normal cost (before adjustment 
fo r  a c tu a r ia l  ga ins) 
c o m p u te d  under the 
entry-age-normal method $34,150
Actuarial gains:
Investment gains (losses):
Excess of expected 
dividend income 
o v e r  a c tu a l
dividend income (350)
G ain  on sale of
investments 4,050
G a in s  in  a c tu a r i a l  
assumptions for:
Mortality 3,400
Employee turnover 5,050
Reduction in pension cost
from closing of plant 8,000
Net actuarial gains 20,150
Normal cost (funded currently) $14,000 14,000
Past service costs:
Funding 14,245
Amortization ______ 10,597
Required:
a. On the basis of requirements for accounting for 
the cost of pension plans, evaluate the (1) treatment of 
actuarial gains and losses and (2) computation of pension 
cost for financial-statement purposes. Ignore income tax 
considerations.
b. Independent of your answer to part a., assume 
that the total amount to be funded is $32,663, the total 
pension cost for financial-statement purposes is $29,015, 
and all amounts presented in Parts II, III, and IV of the 
actuary’s report are correct. In accordance with Accounting 
Principles Board Opinion Number 8, write a footnote for 
the financial statements of Casey & Lewis Printers, Inc., for 
the year ended June 30, 1973.
Total funded $28,245
T o ta l  p e n s io n  c o s t fo r
f in a n c i a l - s t a t e m e n t
purposes $24,597
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Number 6 (Estimated time —  25 to 30 minutes)
The Norvell Company manufactures electrical 
appliances, most of which are used in homes. Company 
engineers have designed a new type of blender which, 
through the use of a few attachments, will perform more 
functions than any blender currently on the market. 
Demand for the new blender can be projected with 
reasonable probability. In order to make the blenders, 
Norvell needs a specialized machine which is not available 
from outside sources, It has been decided to make such a 
machine in Norvell’s own plant.
Required:
a. Norvell’s plant may be operating at capacity or 
below capacity. Compare and contrast the problems in 
determining the cost to be assigned to the machine at these 
different levels of operations.
b. 1. Discuss the effect of projected demand in
units for the new blenders (which may be 
steady, decreasing, or increasing) on the 
determination of a depreciation method for 
the machine.
2. What other matters should be considered in 
determining the depreciation method? 
Ignore income tax considerations.
Number 7 (Estimated time —  25 to 30 minutes)
As the CPA responsible for an “opinion” audit 
engagement, you are requested by the client to organize the 
work to provide him at the earliest possible date with some 
key ratios based on the final figures appearing on the 
comparative financial statements. This information is to be 
used to convince creditors that the client business is solvent 
and to support the use of going-concern valuation
procedures in the financial statements. The client wishes to 
save time by concentrating on only these key data.
The data requested and the computations taken from 
the financial statements follow:
Last Year This Year
Current ratio 2.0:1 2.5:1
Quick (acid-test) ratio 1.2:1 .7:1
P ro p e r ty , p la n t , and
equipm ent to owners’
equity 2.3:1 2.6:1
Sales to owners’ equity 2.8:1 2.5:1
Net income Down 10% Up 30%
Earnings per common share $2.40 $3.12
Book value per common
share Up 8% Up 5%
Required:
a. The client asks that you prepare a list of brief 
comments stating how each of these items supports the 
solvency and going-concern potential of his business. He 
wishes to use these comments to support his presentation 
of data to his creditors. You are to prepare the comments 
as requested, giving the implications and the limitations of 
each item separately and then the collective inference one 
may draw from them about the client’s solvency and 
going-concern potential.
b. Having done as the client requested in part a., 
prepare a brief listing of additional ratio-analysis-type data 
for this client which you think his creditors are going to ask 
for to supplement the data provided in part a. Explain why 
you think the additional data will be helpful to these 
creditors in evaluating this client’s solvency.
c. What warnings should you offer these creditors 
about the limitations of ratio analysis for the purpose 
stated here?
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